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I 


IN the years since the war Britain has enjoyed an uninterrupted period 
of prosperity far beyond any expectations formed while the war was 
in progress and longer than any similar period in living memory. 
There has been less poverty and less unemployment than ever before; 
production and trade have risen to a record level; and the standard 
of living of the mass of the population has improved visibly. In five 
out of the past six years our balance of payments has shown a surplus, 
while before the war it was in deficit. All this has taken place in 
spite of the damage and loss sustained during the war and the heavy 
burden of defence throughout the post-war period. 

Yet there is a widespread feeling of uneasiness that does not 
diminish as the years of prosperity succeed one another: a sense of 
vulnerability and precariousness to which the Prime Minister gave 
expression when he spoke of the nation ‘ sitting on a trap-door’. Many 
people feel that things are too good to last, that we have done little 
or nothing to earn our good fortune, and that the mysterious economic 
forces that have carried us along so smoothly must sooner or later 
plunge us again into the nightmare ofi the thirties. They are strength- 
ened in these forebodings by the repeated economic crises through 
which we have passed; by the rumblings of a slump that is for ever 
approaching, but never seems to reach, the United States; and by the 
swift progress of our trade competitors. It is as much from nervousness 
as from insight that the watchword ‘ productivity’ is so noisily raised. 


1 Delivered at the inaugural meeting of the Scottish Economic Society on 
16th March 1954 and adapted from an address delivered at the University of 
Southampton on 10th February 1954. 
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But what needle is it we are so sure is about to prick us? In 
almost any year since the century began we might have brooded with 
advantage on economic calamities in store; have we more cause now 
than in the past? There are, I think, three inter-related expressions of 
concern that merit consideration. First, there is a natural dread of the 
recurrence of large-scale unemployment originating abroad but carried 
like an infection to this country through our foreign trade. Secondly, 
there is the suspicion that our competitive position in foreign trade is 
being steadily undermined and may, in some way, collapse unless we 
are a great deal more successful in improving our industrial efficiency 
than seems likely. Finally, there is a consensus of opinion that the 
incentives to effort and enterprise are too weak, and that investment 
in British industry is in consequence too low, in comparison with our 
principal competitors. 

There is one element common to all these expressions of concern: 
they centre on foreign trade and on Britain’s dependence on foreign 
trade. When unemployment is discussed, it is taken for granted that 
we are at the mercy of world markets and that we can disregard the 
possibility that we might start a slump on our own. The importance 
of getting costs down and productivity up is related far more 
commonly to our export prospects than to the need to improve the 
standard of living. Similarly, it is our power to compete effectively 
with other countries that is thought to be most in jeopardy because of 
the low level of industrial investment. This preoccupation with foreign 
trade may be excessive; but we are certainly justified in deducing from 
it that the future of British industry is very closely bound up with 
the future of British trade. 


II 


I do not propose to discuss at length the first of the three 
contingencies that IT have mentioned. Given the dominant position 
of the United States in the production and trade of the world, events 
in that country are bound to influence the level of activity in the 
United Kingdom. Freedom from large-scale unemployment here and 
in Europe will depend, more than on any other single factor, on the 
success of the United States in avoiding large-scale unemployment. 

Ir some ways, however, we are better prepared to ward off 
unemployment than when we last caught the disease. Governments 
(including the American Government) have recognised their responsi- 
bility for maintaining full employment or something near it and have 
a rather clearer understanding both of what can happen and what 
should be done about it. They are more willing to take bold remedies. 


THE FUTURE OF BRITISH TRADE 107 


and have far wider powers to give effect to them. In most industrial 
countries the governments are now deeply involved in the workings of 
the economic system and spend a high proportion, as a rule, of the 
national income. Thus they are able, with far less disturbance to their 
budgets, to provide a counterpoise to any fluctuations in the private 
sector of the economy. They are also more likely to take united action 
instead of pursuing the beggar-my-neighbour policies that were so 
fatal in the early thirties. 


The world slump of those years was complicated by a number of 
structural adjustments in the British economy that were simultaneously 
in progress; it was the combination of a violent slump with the 
long-term decline of some of Britain’s staple industries that made 
unemployment so intractable. Much of the unemployment, and 
especially the long-term localised unemployment, of the thirties arose 
in the mining and textile industries. It was largely thanks to these 
industries and the scale on which they exported that we avoided a 
dollar problem in the early twenties; but we paid a heavy price later 
when they had to be cut in half. It was partly because of labour 
shortages in the same industries that we did have a dollar problem 
after the second World War; but we ought presumably to enjoy, in 
compensation, freedom from long-term unemployment in the future. 
The engineering industries, which have taken their place as pillars of 
the export trade, and employ half the total number of workers in 
manufacturing industry, are at least more flexible. Provided labour 
moves readily from one engineering establishment to another, there 
should be plenty of scope for the displacement of one engineering 
export by another without the social dislocation that accompanied the 
decline of coalmining and cotton textiles. 


This presupposes that when one engineering export falls off another 
takes its place. But may we not have reached the same state of 
excessive dependence on engineering that we were in formerly in 
respect of coal and cotton? May the last state not be worse than the 
first, since most engineering products are capital goods which are 
notoriously volatile between boom and slump? I should not myself 
take this view, for a variety of reasons. First of all, world trade in 
engineering products has grown progressively at a more rapid rate 
than trade in other manufactured goods. At the beginning of the 
century about 13 per cent. of world trade in manufactured goods 
consisted of engineering products; in 1937 the proportion was about 
30 per cent.; by 1950 it was nearly 40 per cent. Secondly, the 
corresponding proportion for the United Kingdom’s exports of 
manufactured goods is not much above the world average and is still 
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appreciably lower than the proportion for the United States. If our 
exports consist increasingly of engineering products this is in con- 
formity with general economic trends. But, thirdly, there is no doubt 
that the general trend must itself depend on the rate of world economic 
development. If development is fast, a great deal of engineering 
equipment will be needed, and this will bring into existence a large 
market for engineering exports from the main producing countries, 
including ourselves. But if development falls off, woe betide the 
unfortunate exporters! Now there is no question but that the rate of 
world economic development will be governed largely by the scale on 
which the United States lends or invests abroad or makes grants under 
the Point Four Programme. So we come back by a different route to 
the conclusion that it rests largely with the United States whether our 
task in maintaining full employment is an easy or a difficult one. 
There is a further change that has taken place in our trade which 
may be of some importance in the event of instability in world 
markets. Since the war the colonies have simultaneously built up their 
trade with Britain and their sterling balances held in London. Looked 
at from the British end, the colonies now buy 15 per cent. of our 
exports compared with 9 per cent. before the war and supply 17 per 
cent. of our imports compared with 5 per cent. before the war. This 
is perhaps the most dramatic single change in the direction of our 
trade and it corresponds to a growth in the prosperity of a group of 
countries that are in course of rapid development and have close links 
with our own. In recent years the colonies have built up large balances 
in sterling, now amounting to well over £1,000 m., and it is likely— 
although by no means certain—that they would be willing to draw 
on those balances in the event of a general slump in world trade. 
To the extent that they did so, and used their sterling to buy British 
exports, they would contribute to the stabilisation of British trade. 
But it is also possible to visualise a less satisfactory outcome in which 
the liquidation of colonial sterling balances did not harmonise with 
excess capacity in the British export trades and was effected through 
purchases from other countries competing in colonial markets. 


Ill 


This brings me to the second principal cause for anxiety: the rise 
of competition in foreign markets. It may be as well to remind 
ourselves that this is a process that has been going on for a very long 
time. We had once something like a monopoly in the export of 
manufactured goods; fifty years ago we were still well ahead of any 
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other country except Germany but were down to about one-third of 
the total world trade in manufactures; by 1937 we were level with 
Germany at between a quarter and a fifth, just ahead of the United 
States; now the United States has a clear lead and for the first time 
we have dropped unmistakably into second place. Or if we look, not 
at the long-term trends, but at the growth of foreign competition over 
the past few years, we can see only too easily how other countries 
have gained ground relatively to the United Kingdom. Since 1950 
British exports have marked time while German exports have expanded 
by nearly 100 per cent., Japanese exports by 10 to 15 per cent., and 
the exports of countries like Canada, Holland and Switzerland have 
all increased substantially. It is not even true, as we are sometimes 
tempted to think, that British exports have made more headway, 
compared with pre-war years, than the exports of other countries. 
The level of world trade has risen in about the same proportion as 
British exports, so that our performance is no more than average. 
The country whose exports of manufactures has increased most is the. 
United States, but there are many other countries that have profited 
from the trade boom at least as much as Britain in relation to the 
pre-war volume of their trade. 


It is perhaps significant that when people speak of foreign competi- 
tion the countries that they have principally in mind are generally 
Japan and Germany. It is to the competition of these countries, 
therefore, that we must turn first. 


The recovery of Germany has been so spectacular that it is natural 
for other industrial countries to watch the expansion of her exports 
with a certain anxiety. Her economy is now so similar to our own in 
point of size, dependence on imports, industrial potential and so on, 
that British and German exports are bound to come into keen 
competition, and of this competition there have been plenty of recent 
examples. All this is obvious enough: what is more commonly 
forgotten is that the degree to which that competition makes itself 
felt, and felt so as to cut across British interests, depends upon the 
rate at which the world market in manufactured goods is itself 
expanding. With a rapidly expanding volume of trade there is plenty 
of room for the exports of both countries: it is when trade ceases to 
expand, or actually contracts, that they are brought into collision. 
Now, by gocd fortune, the first great upsurge of German exports took 
place while world markets were still in a state of boom, and the shock 
of that upsurge was hardly felt by this country’s export industries 
until Germany had already regained something like the volume of 
trade that she enjoyed before the war. By 1952 her exports of 
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manufactured goods were about as large as exports of similar goods 
from the much larger area of the Reich in 1937. Thus what now faces us 
is not, as it might well have been, the problem of making room for a 
Germany starting from scratch after all other countries had adjusted 
their economies to her continuing absence from world markets. What 
we face is the competition of a prosperous country that has reached 
about the same stage of reconstruction as we have and is driven by no 
greater desperation than we are to extend its foreign markets. No 
doubt German exports will continue to grow, but there is little reason 
to suppose that from now on they will rapidly displace British exports. 


With Japan the situation is different. Japanese competition is on 
a much more limited front and on a front from which we have been 
withdrawing rapidly. Her engineering exports, for example, are 
negligible in comparison with ours. Even in textiles, Japanese com- 
petition is largely limited to the cheaper cotton and rayon cloths, and 
it might very well be to Britain’s advantage if these were more fully 
available in Asiatic markets. Japan is also an important steel exporter 
but there is no immediate likelihood of an increase in the volume of 
her steel exports and in the past they have been relatively expensive. 
Taking the long view, and assuming that America gradually withdraws 
the economic support that she is at present providing, Japan is likely 
to prove an important competitor in a wide range of manufactures, 
but for the present there seems far less reason to fear Japanese than 
German competition. 


It is not in fact the countries with low wages that are the main 
trade competitors of the United Kingdom but the country with the 
highest wages in the world—the United States. Her exports of 
machinery are twice as large as ours; her metal and chemical exports 
half as large again as ours; even her textile exports are half as large as 
ours and larger by value than Japan’s. It is true that most of the 
United States’ exports are to the Western Hemisphere while most of 
Britain’s are to sterling area markets and that there is thus a certain 
segregation by market. But it is not unknown for the United Kingdom 
to seek to gain a footing in Western Hemisphere markets, and the 
United States is by no means negligible as an exporter to the sterling 
area. If Britain wishes to push her way into markets that are at present 
supplied by another industrial country, she is likely to find more scope 
for the displacement of American than of, say, German exports of 
manufactures, if only because the first exceed the second in the ratio 
of well over 2 to 1. 


There is a sense, however, in which our main industrial competitors 
are neither American, German nor Japanese: they are the domestic 
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manufacturers in all the importing countries. If the markets in these 
countries are open to us, and world trade is allowed to grow with 
world production, the task ahead of our exporters will be very much 
easier than if they have to fight for an increasing share of a static 
total. It is when country after country tries to withdraw from inter- 
national specialisation and to manufacture for itself what it could 
obtain abroad at lower cost that our power to compete really 
evaporates and we are forced in turn to limit our own dependence on 
international trade. Against economic nationalism an increase in 
productivity is of little avail; the limit to the ground that we lose is 
no longer set by a gradual shift in comparative advantages but extends 
as far as the political ambitions or the mercantilist pressure that come 
into play in foreign markets. Fortunately, although economic 
nationalism has exerted a strong damping influence, world trade as a 
whole is larger than it has ever been, and so, too, is trade in 
manufactured goods alone. That this should be so is due to the high 
level of economic activity throughout the world and in some measure 
to the continuing willingness of the United States to make dollar 
grants to the rest of the world. If either of these forces ceased to 
operate, the issue might become not whether we were able to collar 
some of the increment from year to year in a rising total of world 
trade, but what volume of imports of manufactures would be admitted 
to the markets of the world. 


IV 


When our trade prospects are discussed, we are constantly told 
that everything turns on our competitive strength and that this in turn 
is governed by productivity. If only we succeed in increasing 
productivity, it is said, we shall be able to withstand competition and 
our trade will expand. Now I should be the last to dissuade anyone 
from seeking to improve productivity, but I think that it is an illusion 
to suppose that higher productivity by itself will guarantee an 
expanding volume of trade. What it will guarantee is a rising 
standard of living, which is vastly more important. It is not so easy 
to predict what will happen to imports and exports. 

It is curious that so much emphasis should be laid on productivity 
not for its own sake but as a factor contributing to competitive 
strength. Indeed the whole concept of competitive strength is itself a 
curious one. In the classical theory of international trade on which I 
was reared, productivity governed the level of wages, the standard of 
living and the terms on which trade was carried on; but there was no 
reference to competitive strength except in relation to tariff wars or 
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the behaviour of cartels. If a country’s export markets contracted, it 
was assumed to regain its economic balance by pulling in its belt, 
cutting its standard of living and trading on less favourable terms 
than before. There was no margin of ‘ competitive strength’ to draw 
upon. In such a theory it made sense to talk about the competitive 
position of this industry as compared with that, but not about the 
competitive position of British industry in general, unless the volume 
of trade and the level of prices were out of equilibrium with one 
another. 


Now, although much of the classical theory has been superseded, 
there is an important element of truth in this part of it. We are wrong 
to talk all the time about competitive strength when what we really 
have in mind is the equilibrium relationship between the volume of 
trade and the level of prices. It may be true that if British exports were 
to lose ground in foreign markets the situation could be restored by an 
enhancement of productivity in the export industries. But it could 
also be put right by the acceptance of a lower real income throughout 
industry, or by a general advance in productivity. There is no reason 
why everything for good or ill in our economy must start in the export 
trades. 


I suspect that what is at the back of our minds in worrying over 
our competitive position is the fear that without a larger volume of 
exports we shall have no power of manceuvre. We have both limited 
room for cutting imports without serious repercussions and few 
alternative export lines if existing ones fail. Above all, we have quite 
inadequate reserves of gold and dollars. We have little or no margin 
if things go wrong. We feel that the economy is under strain at a 
number of points and that we are short of spares and replacements. 
When we talk of competitive strength, therefore, we are not really 
asking ourselves whether our prices are too high but whether we 
have enough in reserve to withstand a shock. 


There is an alternative question that may be in our minds: whether 
we can hope even to maintain the existing standard of living if 
productivity does not increase at least as fast in this country as in its 
chief competitors. To this question no simple answer can be given. 
Any increase in productivity tends to raise the standard of living; a 
faster increase in productivity in competing industries abroad operates 
in the reverse direction. But whereas the first tendency operates 
throughout the whole economy, the second affects only the terms on 
which exports are exchanged for imports. Unless productivity is 
increasing a great deal faster abroad—and of this there is very little 
evidence—and unless foreign trade is a large fraction of total trade, 
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the chances would seem to be against an actual decline in the standard 
of living.” 

If we think of the competitive strength of the United States and 
Germany we certainly do not think first or exclusively in terms of 
productivity. We may attach more importance, looking at American 
exports of manufactures, to rapid innovation, to the power of the 
United States to introduce new products or styles of product well 
ahead of other countries; or, looking at German exports, to a single- 
mindedness that keeps the standard of living from pressing too closely 
on productivity. If we have no reserve in this country, it is because 
of a duality of motive that makes us eager to reach a higher standard 
of living without a corresponding eagerness to raise productivity. We 
suffer from a conflict of values that cuts down simultaneously effort, 
enterprise and savings just when we most need the fruits of all three. 

The fact is that our principal competitors have more in reserve 
than we have, and this is the principal source of our anxiety. The 
United States could stand quite large swings in the volume of her 
exports without any great loss of prosperity, although important 
sectors of the American economy would undoubtedly send up cries of 
distress. Germany has reached the point where she must be at least 
as anxious to add to her imports as to her exports, since her present 
excess of exports is more than she can well afford. Given the present 
mood of German labour, her manufacturers might also have less 
difficulty than their British competitors in bringing down export prices 
in a falling market. Japan entertains far more modest expectations 
than Britain as to the terms on which trade can be carried on, and 
would more willingly make sacrifices if they were necessary in order 
to obtain additional business. 

At the end of the war, we started with great advantages over 
Germany and Japan in that the physical damage to our factories and 
homes was a great deal less severe and connections with foreign 
markets far easier to re-establish. But it would be too much to hope 
that we should keep the whole of our lead and retain all the markets 
in Europe that we took over from Germany or all the markets in Asia 
that we took over from Japan. Here again the tendency for pre-war 


21 do not mean to imply that the influence of a change in the terms of 
trade through time can be measured simply in terms of the resulting change in 
the cost of imports. In Victorian Britain the major gain from an improvement 
in the terms of trade—indeed, from the absence of a substantial deterioration 
—was the shift from agriculture to industry that it permitted and this far 
exceeded the reduction in the cost of food imports. 

I also do not mean to exclude indirect repercussions through international 
movements of labour, capital and enterprise, when standards of living in 
different countries begin to diverge. But I doubt whether these are sufficiently 
large to upset the conclusion in the text. 


114 A. K. CAIRNCROSS 


patterns of trade to re-emerge must operate against us and leave our 
competitors with something in reserve. 

I hope that nothing that I have said will be interpreted to mean 
that I take a gloomy view of our trade prospects. So far as I can 
judge, our export prices are generally competitive. Our delivery dates, 
which inevitably lengthened under the stress of defence expenditure 
after 1950, are now gradually improving, although they probably 
represent our greatest competitive handicap. We have made some 
important structural adjustments, exchanging industries with poor 
prospects for industries with a more promising future. Industry is 
more export-conscious than it was in pre-war days and more attention 
is now given to marketing techniques. Almost alone of any country in the 
world we have learned how to make do with less imports than before the 
war, and over the past five years we have accomplished a big increase 
in production without any very perceptible increase in imports. We 
may not be in a good position to withstand a sudden shock and have 
undoubtedly attached too little importance to the rebuilding of our 
reserves of foreign exchange, but we are not badly placed to profit 
from a continuation of the steady growth of international trade that 
has taken place since the war. The danger is that we may not have 
time enough or flexibility enough to adapt our economy, without 
serious dislocation, to a change of trend. 


Vv 


I turn now to the third source of anxiety—the insufficiency of 
industrial investment. The common argument here is that, if produc- 
tivity is much higher in the United States than here, it is largely 
because America makes more use of capital equipment and, in 
particular, uses more machinery. If we were to follow her example 
and equip our industries more abundantly with mechanical devices of 
all kinds, our workers would produce far more per man-hour. To put 
it briefly, more h.p., more p.m.h. But in fact, so it is argued, we have 
first put every obstacle in the way of industrial investment and 
subsequently robbed industry of every incentive to it. When machinery 
was scarce, we ran an export drive and starved the home market: 
when firms wanted to build new factories we forced them to go 
through so many hoops before they assembled all the necessary 
licences and permits that they either gave up in disgust or found no 
time to manage their existing plants with proper care and verve: when 
they wanted to float a new issue, they had to go before the Capital 
Issues Committee without knowing on what basis their application 
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would be treated; and when they came to reckon what return they 
must earn to make the investment pay at current rates of tax, they 
were So appalled that all but the most confident recoiled. 

Now there is much in all this that is beyond dispute. There has 
been a serious shortage of capital since the war; it has hindered the 
re-equipment of industry; and more extensive investment would 
undoubtedly have raised productivity at a faster rate. But very much 
the same could be said of most European countries, and parts of the 
general thesis are applicable to the United States also. Investment 
in British industry has not been by any means insignificant; indeed it 
is abundantly plain that it has remained consistently higher than 
before the war. We need only look at the great new steelworks, power 
stations, and oil refineries, the lavish expenditure on coalmining 
machinery, the new factories in the development areas, the expansion 
in heavy chemicals, synthetic fibres and plastics, to conclude that the 
record of the post-war years is undoubtedly better than that of the 
inter-war period. 

It is when we set the British record alongside that of other 
countries that it begins to look less creditable. American industry, for 
example, has expended three or more times as much per worker on 
new plant and equipment, and the ratio is higher for the expanding 
export industries like metals and engineering than for the declining 
export industries like textiles. Just where we most need to be right 
up-to-date, capital expenditure has been remarkably low. 

If we ask why British industry should be so hesitant over capital 
expenditure, it is inevitable that we should be tempted to find the 
answer in the peculiarities of our tax system; but there is nothing in 
the level of taxation in the United States, or in the way in which taxes 
are raised there, that would by itself lead one to expect so wide a 
difference between industrial investment in America and in Britain. 
The truth is that British business men see less advantage in using new 
capital than do their American competitors. They are more willing 
to make do with fewer, less elaborate or older machines. Their first 
thought is often how to economise capital where an American’s first 
thought is how to economise skilled labour; and so long as labour 
costs one-third as much, and plant and equipment much the same, it 
is not surprising that this should be so. 

The fact that machinery is kept in use longer in Britain breeds in 
the worker an indifference to high productivity and an insistence on 
a tempo of work that is appropriate to old machinery, but not at all 
to new. No manager who tries to run old and new machinery side 
by side will ever get full value from the new. But the matter does not 
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stop there. For if the United States uses machinery far more freely than we 
do, there is a larger market for the engineering industry and a greater 
field for the development of new machinery. The types of machine 
in use will be adapted to an economy where labour cost is high; and 
as, in all industrial countries, labour cost is steadily rising with the 
standard of living, the United States tends to be wrestling with 
problems of productive technique before the same problems have 
become pressing elsewhere. If tomorrow’s markets, both for producers’ 
and consumers’ goods, are to be like the American markets of today. 
the American manufacturer has a strategic advantage over his British 
(and other) competitors. 


At the same time, there are many ways in which it would be 
possible to improve output and productivity without any large 
investment of capital. Indeed, the emphasis that is nowadays laid on 
capital as an instrument of economic progress seems to me to obscure 
the influence of other factors that are of equal importance: managerial 
competence and enthusiasm; large-scale research and development in 
a commercial atmosphere; good labour relations and a wage-system 
that provides a continuous incentive to effort. 


More important than any of these factors, although closely linked 
with all of them, is the pace of industrial innovation. It is this, in the 
long run, that governs the economic future of a country like Britain, 
and it is largely because it is assumed that innovation could be speeded 
up if investment in industry were greater that so much stress has been 
laid on the need for a higher level of investment. Like an improve- 
ment in productivity in the narrow sense, a quickening in the pace 
of innovation is of immediate value in raising the standard of living, 
and its contribution to our competitive power in foreign trade is 
subordinate to this. That contribution, however, is obviously of the 
first importance. Britain has no unique advantage that countries 
imitating her cannot acquire except the peculiar qualities of character, 
the skill, intelligence and determination of her people: that, and the 
fact that she has a longer history of industrial endeavour, a larger 
endowment of certain types of capital equipment, a favourable location 
in the world, and the goodwill of the rest of the Commonwealth. If 
other countries are to continue to come to her for their manufactures 
and pay her well for exporting them, she must be able to offer them 
as up-to-date a selection, made by as up-to-date a technique, as can 
be found elsewhere in the world. She must use her ingenuity to devise 
new products and new methods, her enterprise to introduce them, and 
her skill to make the maximum use of them. The accent must be on 
innovation. 
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But that is not where the accent has until recently been put. In 
this country we offer little reward to industrial ingenuity; as consumers, 
we are cold to new ideas; and as educators, we put our best brains 
into pure science rather than technology. With skill it is the same: 
the skilled man enjoys neither the pay nor the standing in the 
community in comparison with the unskilled man that he did fifty 
years ago. Above all, we belittle enterprise and make too heavy 
demands on it. We are still in the frame of mind in which industrial 
activity is rated lower than the professions, while the financial rewards 
by which this ranking was compensated have been cut and the social 
responsibilities of management have been gradually extended. We no 
longer think it enough to ask business men to be enterprising; they 
are expected to practise many other, rarer virtues at the same time. 
We may have become so interested in social needs and in social 
equality that we have neglected the over-riding need for industrial 
innovation and the incentives that encourage it. 


The obstacles to innovation are particularly formidable in a small 
business. The manager or proprietor of such a business is less familiar 
with the ways of Government departments, is more uncertain how to 
set about development, and has less time to devote to the exploitation 
of new ideas and new markets, the building of factory extensions, the 
re-arrangement of machinery and the re-allocation of work. He is more 
at the mercy of routine and procedure, and he has less access to 
risk-capital. The community is increasingly dependent on the 
expansion of existing businesses and the flotation of subsidiary 
companies, and looks far less to the new man making his own way in 
the world without waiting for someone else to promote him. 


VI 


Whether we start from the inadequacy of industrial investment or 
from the obstacles to innovation, the remedy lies more with the 
Government and public opinion than with industry itself. If current 
rates of taxation restrict the fruitful employment of capital in profit- 
earning occupations, in both large businesses and small, then ways 
must be found of offsetting this restrictive effect. It makes no sense if 
industry will not borrow capital for uses that yield a gross return of 
less than 15 to 20 per cent. while the Government and the nationalised 
industries accept far lower yields and sometimes—as in housing—what 
is almost a negative yield. It makes equally little sense if the Govern- 
ment provides no direct contribution to the efficiency of industry and 
shoulders none of the losses but makes off with a larger share of the 
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profit than the shareholder himself. The conclusion seems inescapable 
that the Government will ultimately have to take a more active part 
in providing risk-capital for industry so that it both promotes the freer 
use of capital and does something to justify the appropriation of so 
large a slice of total profits in taxation. 

It may be asked whether this could be done without nationalisation. 
I should have thought that it could and that, indeed, outright 
nationalisation was in practice calculated to promote neither risk- 
taking nor the earning of profits. I should look instead to existing 
financial agencies, including the commercial banks, to mobilise capital 
for British industry and try to bring into operation a system of 
Government reinsurance against loss, such as already exists in the 
form of export credit guarantees. It is high time that the commercial 
banks stopped turning themselves into savings banks, introduced a 
little more flexibility into the terms on which advances are made, and 
began to cater for the full range of their customers’ financial require- 
ments. If the banks—or any subsidiary agencies which they set up— 
need more long-term capital, let them raise it, with state participation 
if necessary. If they are cautious in lending, let the state offer to cover 
an agreed proportion of all losses in return for a small underwriting 
commission. In this way we could exploit to the full some of the 
greatest financial expedients ever invented—underwriting, investment 
banking, and the joint stock company. All of these—and particularly 
the last—have an elasticity that is far too little appreciated. If we 
want industry to have more risk-capital, let us use the institutions that 
came into existence for that very purpose instead of leaving them to 
perversion and petrifaction.® 

But I have come to the beginning of an entirely different paper 
and am neglecting the main theme of this one. Let me, therefore, 
hastily summarise my main conclusion. We are not, as a country, 
paying a high enough insurance premium against possible misfortunes. 
We need, first of all, larger reserves: our foreign exchange reserves 
are grossly inadequate. We need more capital—which is, after ail, a 
form of reserve. Above all, we need more enterprise and innovation, 
since without these no real economic progress can ever take place. 
There should be fewer obstacles to thwart and frustrate the enterprising; 
and more active encouragement to the fruitful union of technical 
development with risk-capital. 


A. K. CAIRNCROSS 
Glasgow 


_ *%This paragraph, which was written before there was any promise of 
investment allowances, owes its main ideas to Mr. George Meier. 


THE CATTO RETURN 


THE Catto Return,’ published in January 1954, has been widely 
accepted as showing that Scotland was doing fairly well out of the 
present fiscal arrangements in the United Kingdom. In 1952-53 
Scotland contributed £410 m. of Great Britain’s revenue and benefited 
directly from local expenditure of £207 m., leaving a balance of — 
£203 m. available for general expenditure. £203 m. was only 8 per 
cent. of the total available for general expenditure, but this ratio 
was appreciably higher than the 5-6 per cent. recorded in the Returns 
of 1931-32 and 1934-35. In all those Returns, the proportion 
contributed by Scotland to Great Britain’s general expenditure was 
substantially less than her share of the population. The following 
note discusses the basis and reliability of the 1952-53 Return and 
its economic significance. 


DEFINITIONS OF REVENUE AND EXPENDITURE 


“Revenue from Scotland’ was defined by the Catto Committee 
as the revenue produced for the Exchequer by the application of 
United Kingdom rates of tax and principles of assessment to the 
incomes received by and the dutiable goods and services consumed 
by the residents of Scotland.? Scottish revenue, measured in this way, 
differs from the revenue actually collected in Scotland. This is 
because, for example, purchase tax paid by Scots may be collected 
in England; and because income tax collected in Scotland may be 
levied on the income of an Englishman, whereas much of the income 
tax paid by Scots on receipts of dividends and interest is collected 
in London. Substantial adjustments have to be made to most of the 
important components of revenue: income tax collected in Scotland 
in 1952-53 was £114 m. but Scotland’s true contribution was estimated 


The Catto Committee on Scottish Financial and Trade Statistics reported 
(in Cmd. 8609, 1952) that it was practicable to compile a Return of ‘the 
revenue from and Government expenditure in 
(a) Scotland, and 
(b) the rest of the United Kingdom, 
and the balances of revenue available for general expenditure from Scotland 
and the rest of the United Kingdom respectively.” The Committee suggested 
principles which might be applied in preparing the Returns. The first 
Return, for the financial year 1952-53, was published in January 1954 
(Cmd. 9051). 
2 Cmd. 8609, p. 7. 
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to be £155 m.; no surtax was collected in Scotland, but Scotland was 
credited with a contribution of £11 m.; and, though only £140 m. 
of Customs and Excise duties were collected, Scotland’s true contribu- 
tion was as high as £168 m. Thus the figure of revenue given in the 
1952-53 Return is not an aggregate of direct and indirect taxes and 
non-tax revenue actually raised in Scotland, but an estimate, based on 
a mixture of sums actually collected and sums attributed to Scotland 
using a variety of techniques. 

The Catto Committee outlined the principles and techniques which 
were to be used in making these estimates of Scottish revenue, and 
suggested that roughly one-third of the total ordinary revenue could 
be allocated directly or on reasonable assumptions. They stated that 
the techniques used for the allocation of the remaining two-thirds 
would not lead to any substantial margin of error. Some comments 
are made on these techniques, particularly in relation to income tax 
and Customs and Excise duties, later in this note. 

The identification of Scottish expenditure presented greater diffi- 
culties. Government expenditure was classified as ‘ local’ or ‘ general ’, 
and Scottish local expenditure was defined as the costs of services, 
or the costs of those parts of United Kingdom services, the direct 
benefits of which fall to residents of Scotland or to Scotland as a 
separate entity.* The first category includes, for example, issues for 
the police, prisons and approved schools in Scotland, and the second 
category includes parts of the expenditure of the Ministries of Works 
and Labour and National Service. Local expenditure for England 
and Wales was defined in the same manner. 


The general sector comprises the cost of services which are 
administered for the benefit of the United Kingdom as a whole or in 
pursuance of the external obligations of the United Kingdom Govern- 
ment. The whole cost of defence is allocated to the general category, 
as are expenditure on the National Debt, on research and on 
Commonwealth and foreign services. Expenditure relating to Northern 
Ireland, falling as a final charge on the United Kingdom Exchequer, 
is included in general expenditure: with this exception, adjustments 
are made to eliminate Northern Ireland from both sides of the 
revenue-and-expenditure account. 


The methods of dividing ordinary (above-the-line) Government 
expenditure among England and Wales, Scotland and ‘general’ 
were discussed, in considerable detail, in the Catto Report. The 
Committee suggested that 80 per cent. of ordinary expenditure could 


8 Ibid, p. 9. 
* Chapter 3. 
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be allocated according to costs separately incurred for English, 
Scottish and general services; but this proportion included the mass 
of general expenditure—60 per cent. of total expenditure—which 
could by its nature be determined with precision. The remaining 20 
per cent., which amounted to half of the aggregate of local expendi- 
ture, had to be divided with the aid of reasonable assumptions, work- 
ing rules and numerous special calculations. Given the Catto 
Committee’s principles of division, there is not likely to be any serious 
margin of error in the estimates of expenditure falling into the 
different divisions, but the principles of division are themselves open 
to question and criticism. 

These definitions of revenue and expenditure require careful 
interpretation. It must be emphasised that they do not measure the 
amount of United Kingdom Government revenue actually raised 
and the amount of expenditure actually taking place within the 
geographical boundaries of Scotland. Thus, local expenditure in the 
1952-53 Return does not represent disbursements or expenditure in 
Scotland; it includes money that was spent in England for the special 
benefit of Scotland, e.g., part of the expenditure of the Stationery 
Office, part of the London headquarters expenditure of the Ministry of 
Labour and National Service. On the other hand, Scottish local 
expenditure excludes many payments to Scotland, e.g., interest on 
the National Debt, disbursements in Scotland by the armed forces 
and the Ministry of Supply, all of which come into the general 
category. 


REVENUE AND EXPENDITURE 1920-21 To 1952-53 


A summary of the 1952-53 Retwrn is reproduced in Table I. 
The general impression has been that these figures confirm that Scot- 
land is not coming badly out of the present fiscal arrangements. The 
usual argument is that, with more than 10 per cent. of the population 
of Great Britain, Scotland is lucky to bear only 8 per cent. of the 
cost of defence and the other general services. Another way of 
putting the same argument is to say that, out of a revenue contribution 
of £410 m., as much as £207 m., or 51 per cent. was used for the 
special benefit of Scotland, whereas out of a contribution of £3,817 m., 
only £1,471 m., or 39 per cent. was used for the special benefit of 
England and Wales. 

The counter-argument is based on the fact that it is only in the 
smaller sector of Government expenditure that Scotland has been 
shown to benefit disproportionately. More than 60 per cent. of total 
expenditure in 1952-53 was classified as general—of equal value to 
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each of the inhabitants of the United Kingdom. But the producer 
benefits from expenditure as well as the consumer, and if a defence 
contract is placed in the Midlands of England the producers and the 
inhabitants of that area are likely to benefit in a special way as well 
as benefiting generally from the service of defence. The argument 
goes on to suggest that if general expenditure could be subdivided, 
or if the size of the general category could be reduced, it might be 
found that Scotland was not benefiting disproportionately at the 
expense of the other partner. This important argument will be con- 
sidered more fully at a later stage. 


TABLE I 


REVENUE AND EXPENDITURE, ENGLAND AND WALES AND 
SCOTLAND, 1952-53 


Revenue £m. Expenditure £m. 
1. England and Wales . 3,817 5. England and Wales . 1,471 
2. Scotland ; 3 3 410 6.Scotland . ‘ ; 207 
3. Other sources (less 7. General services : 2,631 

adjustments in respect 
. of Northern Ireland) . 170 8. Budget surplus . 5 88 
f 9. Total ordinary expen- 

4. Total ordinary revenue 4,397 diture P 3 : 4,397 


Source: Cmd. 9051, p. 15. 


The position established in the 1952-53 Return is neither 
unexpected nor uncharacteristic. Income per head of population in 
Scotland is about 5-10 per cent. lower than income per head of popu- 
lation in Great Britain: it follows that Scotland’s revenue contribution 
will tend to be less than her share of the population (9-7 per cent. 
compared with 10-4 per cent. for population). Since the non-general 
expenditure of the United Kingdom Government is designed to benefit 
the poor rather than the rich, Scotland is likely to enjoy a dispropor- 
tionately large share of local expenditure (12:3 per cent.). Given 
these two proportions, Scotland’s contribution to the balance of 
revenue available for general expenditure must be less than her share 
of the population (8 per cent. compared with 10:4 per cent.). 

The picture is not uncharacteristic—at least of the last thirty 
years—because the Returns for 1920-21, 1931-32 and 1934-35 all 
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showed Scotland’s contribution to the balance of revenue available 
for general expenditure to be lower, relatively, than Scotland’s share 
of Great Britain’s population. The difference was very small in 
1920-21, but the gap widened to five or six percentage points in the 
1930s. These earlier Retwrns were not on the same basis as the 
1952-53 Return, and a better and more detailed description of the 
fiscal trend in the last thirty years is given in Table II. 


Table II compares estimates of revenue and expenditure in 
England and Scotland in certain earlier years with the position in 
1952-53. In preparing these estimates the methods of allocation and 


calculation recommended by the Catto Committee, and employed in 
the 1952-53 Return, were used.° 


TABLE II 


REVENUE AND EXPENDITURE, ENGLAND AND WALES, AND 
SCOTLAND, 1924-25 TO 1952-53 


Revenue Contributed Local Expenditure ge popthe 
F : Allocated available for 
Financial eR SS AIS SPL ASS LEIS A aes Ganmeul 
er England Scotland _ England Scotland | Expenditure 
Great Great Scotland 
Wai ee Britain Wales sian Britain Great Britain 
Se rere % £m. £m. % % 
1924/25 609 ; 74 10°8 148 21 12-4 10-3 
1928/29 610 69 10:2 172 24 12:2 9-3 
1934/35 643 66 os 279 42 13-0 6:1 
1938/39 801 86 O77, 320 47 12°8 76 
1944/45 | 2,789 295 9-6 515 68 11:7 9-1 
1948/49 | 3,233 349 98 1,239 175 12°4 8-0 
1952/53 | 3,817 410 9-7, 1,471 207 123 8-0 
e 
Sources: 1952-53 from Cmd. 9051. : 
Other years estimated, on the basis of the Catto Report 
and the 1952-53 Return, from the earlier Returns and the 


relevant Finance Accounts of the United Kingdom, Civil 
Appropriation Accounts and Reports of the Commissioners 
of Customs and Excise and Inland Revenue. 


*The only important difference may lie in the allocation of receipts of 
income tax, because it is not entirely clear how the compilers of the Return 
have treated income tax under Schedules C and D and income tax paid by 
the armed forces. The methods of calculation finally selected for the estimates 
of Table II appear to provide more or less the same result for 1952-53 as is 
given in the Return, but this cannot be checked finally prior to the issue of 
the next report of the Commissioners of Inland Revenue in 1955. For 1934-35, 
the methods that have been used for Table II put Scotland’s share of income 
tax contributed at £20 m. I find the 1934-35 Return figure of only £16 m. 
difficult to reconcile with the relevant Inland Revenue statistics: it seems 
much too low. 
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The following conclusions may be drawn from the figures of 
Table I. 

1. For each of the seven years studied, Scotland’s share of local 
expenditure was greater proportionately than her share of the revenue, 
and her contribution to general expenditure was less than her propor- 
tion of the population of Great Britain. Scotland’s share of Britain’s 
population fell from 11:2 per cent. in 1924 to 10:4 per cent. in 1952: 
her contribution to general expenditure was only 10-3 per cent. in 
1924-25 and, after a sharp decline to 6 per cent., and lower, in the 
1930s, was no higher than 8 per cent. in 1948-49 and 1952-53. 

2. The fluctuations in the Scottish proportion of the balance of 
revenue available for general expenditure have been due to changes 
both in revenue and expenditure. The deterioration from the 1920s 
to the 1930s was due to a decline in Scotland’s share of the revenue 
contributed—no doubt caused by the greater severity of slump in 
Scotland—and to a simultaneous and understandable increase in 
Scotland’s share of local expenditure. Between 1938-39 and 1952-53 
Scotland’s contribution has remained fairly steady at 9-6 per cent. to 
9-8 per cent. of total revenue, but her share of local expenditure fell 
from 12:8 per cent. in 1938-39 to less than 12 per cent. during the war 
and rose to only 12-4 per cent. in 1948-49 and 1952-53. The results 
of these movements were that Scotland’s contribution to general 
expenditure rose well above the level of the 1930s to 9-1 per cent. in 
1944-45 and fell back to 8 per cent. in the later years as her share of 
local expenditure increased. 

3. There appears to be a long-period decline in the proportion 
contributed by Scotland to the balance for general expenditure. This 
fall can be traced to a downward trend in Scotland’s share of Great 
Britain’s revenue, which has been accompanied by a relatively steady 
share in local expenditure. (It is probable that the decline would be 
even more evident if a longer period were to be considered.) This 
important phenomenon is related to the long-period decrease in 
Scotland’s share of Great Britain’s population and to Scotland’s failure 
to close the gap between income per head of population in Scotland 
and in England. Some of the more superficial aspects of the decline 
are examined in the next section. 


REVENUE FROM SCOTLAND 


The major components of ordinary Government revenue are 
income tax, surtax, death duties, profits taxes, and Customs and 
Excise duties. The Scottish shares of these components in Great 
Britain are shown in Table III. 
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The long-period decline in the proportion of revenue contributed 
by Scotland is clearly due to reductions in her shares of each of the 
three most important components of revenue—income tax, Customs 
duties and Excise duties. These three categories have never accounted 
for Jess than 70 per cent. of Great Britain’s revenue in the years 
examined, and their share has been tending to rise above 80 per cent. 


TABLE III 


SCOTTISH SHARES OF THE MAJOR CLASSES OF REVENUE IN 
GREAT BRITAIN, 1924-25 TO 1952-53 


Fi ial I i 
Wear of der) | oSmtex | Bene) pete | Coteme | eae 

% % % % % % 

1924/25 11-0 9-2 12-9 12:9 11:4 10-2 
1928/29 10-2 8:9 11-8 12-1 10-8 9-6 
1934/35 9-0 7:4 10°5 11:8 10:0 9-4 
1938/39 9:1 9:3 12°7 i(p237/ 10:0 9-2 
1944/45 8:7 9-4 12°6 11-9 10-0 8-4 
1948/49 9-4 8:9 12:3 11-6 10:5 8-5 
1952/53 9-2 8-6 11-0 11-7 9:9 9-5 

Sources: The same as for Table II. 


Comparing the average of 1924-25 and 1928-29 with the average of 
1948-49 and 1952-53, Scotland’s share of income tax revenue has 
fallen from 10-6 per cent. to 9-3 per cent., her share of Customs duties 
from 11-1 per cent. to 10-2 per cent. and her share of Excise duties 
from 9-9 per cent. to 9-0 per cent. The effect of these changes on 
Scotland’s share of the total contribution has been reinforced by the 
increase in the relative importance of revenue from income tax and 
Customs and Excise duties. 

Several minor movements have also contributed to the decline. 
There is evidence of reductions in Scottish shares in the lesser cate- 
gories of death duties, surtax and profits taxes. Another factor, 
implied above, is that there has been a decrease in the importance 
of revenue from death duties, in which Scotland’s share is relatively 
high; death duties provided about 10 per cent. of Great Britain’s 
revenue in the 1920s but this contribution dropped to only 4-5 per 
cent. in 1948-49 and 1952-53. 

Other notable features of Table III are that Scotland is credited 
with exceptionally high shares of death duties and profits taxes, 
averaging about 12 per cent. of the totals for Great Britain, and that 
her shares of revenue from Customs and Excise duties behave in a 
peculiar manner, being more or less the same in the depressed years 
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of the 1930s as in the relatively more prosperous year 1952-53. The 
high proportions of death duties and profits taxes both reflect the 
high proportion of Great Britain’s movable property in Scottish 
ownership, a fact which is revealed in the annual reports of the 
Commissioners of Inland Revenue. (This phenomenon also operates 
to raise Scotland’s shares of income tax and surtax.) The peculiar 
behaviour of the Customs and Excise duties seems to be largely due 
to the methods of calculation recommended by the Catto Committee.® 

Customs and Excise duties provide a very large proportion of the 
revenue, ranging from over 30 per cent. in the earlier years to over 
40 per cent. in the later years. A full analysis of the composition of 
this part of the revenue has been made and offers many opportunities 
for criticism, but only the most important points are made here. In 
the case of Customs duties, the revenue from spirits, beer and oil is 
allocated in a realistic and reliable way, but 70-90 per cent. of total 
Customs revenue is allocated on an arbitrary basis of population; 
Scotland’s share of the revenue is assumed to be the same as her 
share of the United Kingdom population. Thus, though Scotland’s 
shares of the tax revenue from spirits, beer and oil rose between 
1934-35 and 1952-53, the rise was insufficient to overcome the effect 
of the application of the lower population ratio of 1952-53; and Scot- 
land’s share of Great Britain’s revenue from Customs duties fell 
slightly from 10-0 per cent. to 9-9 per cent. instead of reflecting, as 
would have been expected, the relative increase in Scottish employ- 
ment and income. 

In the case of Excise duties, which account for 40-45 per cent. of 
all Customs and Excise revenue, the proportion of revenue allocated 
on a population basis has usually been much smaller. It was only 
about 10 per cent. in 1934-35. But the introduction of purchase tax 
and other changes raised it to about 50 per cent. in 1948-49 and 
1952-53. Undoubtedly the estimates of Customs and Excise revenue, 
prepared in the manner described, do not provide a true account. It 
is only fair to state that a more accurate allocation of revenue would 
not significantly alter the 1952-53 Return, or the results for the 
individual years given in Table II. But this is not the whole story, 
and the techniques proposed and used in the 1952-53 Return are 


not satisfactory if it is attempted to study movements over a period 
of years.’ 


® Pp. 15-20. 
_ ” More reliable and meaningful estimates of Customs and Excise revenue 
might be obtained if the method of division by population were replaced 
by division according to the distribution of personal disposable income. This 


change would not greatly increase the amount of work involved in preparing 
Returns. 
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The Catto Committee’s conclusion on the reliability of the pro- 
posed estimates of Scottish revenue and expenditure was that ‘a 
return could be compiled which, although making no pretence to 
complete accuracy, would give a sufficiently reliable picture ’.* This is 
true of Returns for particular years considered in isolation, but it 
is not true if it is attempted to study fiscal trends through time unless 
it can be assumed that the indirect taxes allocated on a population 
basis are levied on commodities and services for which per capita 
consumption is always approximately the same in England and 
Scotland. 

The only other major comment on the reliability of the figures 
relates to income tax; in view of the overwhelming importance of this 
category of revenue a plea may be entered that in future Returns 
fuller details should be given of the calculations made to determine 
Scotland’s true contribution. With regard to estimates of expenditure, 
if the form of the Return is accepted there can be no serious criticism 
on the grounds of reliability. But there is much more to be said on 
the subjects of expenditure and on the nature of the Return. 


EXPENDITURE ON GENERAL SERVICES 


The Return does not attempt to estimate, even in a rough way, 
the geographical distribution of general expenditure. General expendi- 
ture was 60 per cent. of ordinary expenditure in 1952-53, and the 
fact that only about 40 per cent. of ordinary expenditure was allocated 
by country is a major weakness of the Return in its present form. 
The 1952-53 proportion was not exceptional. 

Table IV analyses the composition of the revenue and expendi- 
ture covered by the Return for seven financial years; in each case 
revenue is equal to expenditure, the gaps being filled by budget 
surpluses or budget deficits. Northern Ireland expenditure not falling 
as a final charge on the Exchequer, and equivalent amounts of 
revenue, are excluded from both sides of the account. 

The figures of Table IV show that general expenditure, including 
budget surpluses, never fell much below 60 per cent. of ordinary 
expenditure and was frequently substantially higher. The existence 
of this large uncharted area leaves open the question whether Scotland 
would be shown to lose or to benefit disproportionately from the 
Government’s fiscal operations if estimates were made of the geo- 
graphical distribution of general expenditure. An attempt can be made 
to settle the argument if we alter the boundaries of the present 
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TABLE IV 


THE COMPOSITION OF REVENUE AND EXPENDITURE, GREAT 


BRITAIN, 1924-25 TO 1952-53 


Revenue Expenditure 
Revenue 
Financial |} -———aAA A  —_—_——— and 
ear Expendi- | 
England | Scotland Fria ne tas England | Scotland | General aa 
% % % % £m. % % % | % 

1924/25 82 10 8 = 744 20 3 Wil jo 
1928/29 79 9 12 — 773 PLP 3 wire 2 
1934/35 88 9 3 ae 733 38 6 55-55 1 
1938/39 86 9 4 1 922 34 5) 61 § — 
1944/45 46 5 2 47 | 3,226 9 1 O0 lei — 
1948/49 81 9 10 — | 3,976 31 4 44 21 
1952/53 87 9 4 — | 4,397 33 5 60 | 2 


Sources: The same as for Table II. 


Return and allocate general expenditure, as far as possible, on the 
principle that disbursements in Scotland or payments to Scots confer 
a special benefit in addition to the benefit enjoyed by the whole of 
the United Kingdom from the provision of a general service; we 
take as our main criterion the country in which payments to producers 
and others were made rather than the country of residence of the 
consumers for whose benefit the payments were made. General 
expenditure, attributed to Scotland on this basis, is then added to 
local expenditure and the total compared with Scottish revenue.? This 
new principle is a realistic one; for example, if defence expenditure in 
1952-53 had been incurred only in England or overseas, leaving the 
security of the United Kingdom unaffected, Scotland would undoubt- 
edly have lost some real benefits which she did in fact gain from the 
defence expenditure undertaken in Scotland. 


How does Scotland fare when we reduce the volume of general 
expenditure? The complicated analysis may be clarified by setting 
out the detailed calculations for 1952-53. In that year expenditure 


®° Some of my colleagues have suggested that it is illogical to add together 
(i) the local expenditure defined by the Catto Committee and (ii) general 
expenditure attributed to Scots or Scotland on the basis of the new principle. 
But the Committee’s classification of local and general expenditure was 
arbitrary rather than logical and on several occasions, e.g. in their treatment 


of agricultural subsidies, the new principle, or something very like it, seems 
to be implied. 
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on general services, including a budget surplus, totalled £2,719 m. 
The main components were: 


£m. 
1. National Debt Charges 612 
2. Budget Surplus 88 
3. Army, Navy and Air Force 1,280 
4. Commonwealth and Foreign Services 91 
5. War Pensions and some Civil Service 
Pensions 95 
6. Miscellaneous (including the Ministries of 
Supply, Materials, Food and Defence) 353 
Total 2,119 


National Debt charges included substantial payments to Scots. 
Using the personalty statistics from the Inland Revenue reports as 
a basis of allocation, these payments may be estimated at £56 m.; 
this represents interest or repayments received by or attributable to 
Scots on the basis of their direct or indirect ownership of the National 
Debt. Scotland may also be credited with the portion of the pay and 
allowances of the armed forces received by persons normally resident 
in Scotland, no matter where they happen to be stationed: the amount 
may be put at £30 m. Expenditure on war pensions, etc., may be 
allocated to give Scotland a share of £10 m. for payments to pension- 
ers normally resident in Scotland. No significant expenditure on 
Commonwealth and Foreign Services occurred in Scotland, but the 
value of expenditure in England was estimated to be £16 m. 

This series of estimates reduces the total of unallocated general 
expenditure from £2,719 m. to £1,755 m., and the balances of revenue 
available from Scotland and England and Wales for general expendi- 
ture to £107 m. and' £1,479 m. respectively. The £1,755 m. of unallo- 
cated general expenditure was thus financed by £107 m. from Scotland, 
£1,479 m. from England and £169 m. of ‘ revenue from other sources ’. 
Now the £1,755 m. includes at least £700 m. of expenditure incurred 
outside Great Britain, leaving at most £1,055 m. of domestic expendi- 
ture. There is no adequate basis on which to allocate this general 
expenditure but certain assumptions may be used to set limits to the 
problem. 

If 7 per cent. (£74 m.) of domestic expenditure was spent in Scot- 
land, the Scottish balance of revenue available for general expenditure 
would be reduced to £33 m.: this we might call ‘ unrequited revenue ’, 
i.e., Scottish revenue not offset by local or general expenditure 
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allocated to Scotland. Since £33 m. was only 6 per cent. of net mini- 
mum expenditure outside Great Britain (i.e., £700 m. less £169 m. 
of ‘revenue from other sources’), this would appear to have been a 
good arrangement for Scotland. If, however, only 5 per cent. (£53 m.) 
of the £1,055 m. was spent in Scotland, the figure of unrequited 
revenue would have been £54 m. or 10 per cent. of the minimum 
external expenditure on Government account to be met by revenue 
from England and Scotland; and this would not have been such a 
good arrangement from a Scottish point of view, though not neces- 
sarily a bad one. 


The ratios of 5 per cent. and 7 per cent. were selected arbitrarily 
to give some idea of the orders of magnitude involved; the propor- 
tions actually disbursed in Scotland may be greater or smaller. It is 
unlikely that, in 1952-53, the true ratio was as low as 5 per cent., 
but we have no means of knowing. The true figure could be 
determined only if it were possible to analyse the expenditure 
of the armed forces (other than pay and allowances) and the 
£553 m. of general expenditure in the miscellaneous category 
dominated by the Ministries of Supply and Materials. The results 
are also affected by the estimates of expenditure outside Great Britain. 
If the figure of £700 m. is an underestimate, as it probably is, Scottish 
unrequited revenue would be less than £33-54 m. If the £700 m. is 
an overestimate, unrequited revenue would be greater. 

The data for the earlier years have been examined in the same 
manner and the relevant figures are presented in Table V. The totals 
of Scottish revenue have been included. 

Table V suggests the following conclusions: 


1. In 1928-29, 1934-35 and 1938-39, and almost certainly in the 
years between, the fiscal operations of the United Kingdom Govern- 
ment, in so far as they fall within the scope of the Catto Return,’ 
did not exert an exceptional deflationary influence on Scotland. An 
anaemic Scotland was not being bled to provide transfusions for a 
less-anaemic England. The same conclusion holds, with slightly less 
force, for 1924-25. 


2. In the war and post-war years the position is uncertain. If 
the appropriate ratio for the calculation of Scotland’s share of 
the residue of domestic general expenditure was 5 per cent. or less, 
there may have been occasicns on which unrequited revenue from 


** Government fiscal operations include below-the-line expenditure, borrow- 
ing, and the transactions of the national insurance funds. Only some of the 
operations in these categories fall within the scope of the 1952-53 Return. 
There is also the debatable question of the operations of public corporations. 
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TABLE V 


UNREQUITED SCOTTISH REVENUE, AND EXPENDITURE 
OUTSIDE GREAT BRITAIN, 1924-25 TO 1952-53 


Net Minimum | 
Unallocated Unrequited Scottish Revenue Expenditure 
; ; : General on Different Assumptions outside Great 
Financial Scottish Expenditure | regarding General Expenditure | Britain=Total 
Year Revenue an a in Scotland + of Scots and 
Great Britain English 
—_ | Unrequited 
* 7% on 5% Revenue ? 
| £m. £m, £m. £m. £m. 
| 1924/25 74 40 1 A} 20 
, 1928/29 69 50 —7 —6 = 
1934/35 66 40 —10 —9 2) 
1938/39 86 170 —7 —4 20 
| 1944/45 295 2,420 — 100 —52 —_— 
1948/49 349 1,240 6 31 155 
| 1952/53 410 1,055 33 54 530 


Sources: The same as for Table II. 


1 Negative figures indicate that expenditure allocated to Scotland 
exceeded Scottish revenue. In 1928-29, because of the high level 
of ‘revenue from other sources’, expenditure allocated to England 
also exceeded English revenue (by £16-17 m.); and in 1944-45, 
because of the enormous budget deficit of £2,825 m., expenditure 
allocated to England again exceeded revenue (by £946 - £994 m.). 

2Jn 1928-29 and 1944-45 ‘revenue from other sources’ and/or 
the budget deficit exceeded expenditure outside Great Britain. 


Scotland exceeded—to pick an arbitrary figure of no special virtue— 
10 per cent. of Great Britain’s net minimum external expenditure; 
the excesses are unlikely to have been very large. On the other hand, 
if Scotland enjoyed as little as 7 per cent. of unallocated general 
expenditure incurred in Great Britain, the first conclusion again holds 
good. 

This discussion pushes the analysis of the 1952-53 Return well 
beyond the boundaries drawn by the Catto Committee or their terms 
of reference but an analysis of this sort is surely implicit in the 
principles underlying the present Return and brings us to some of 
the more important issues. But what are these issues? What questions 
do we expect an analysis of Government revenue and expenditure to 
answer? What questions does the Return answer? These problems 
are discussed in the next section. 


THE SIGNIFICANCE AND VALUE OF THE CATTO RETURN 


What purposes do we hope to serve by analysing Government 
revenue and expenditure? We may consider the 1952-53 Return in 
relation to the following questions: 


9* 


132 A. D. CAMPBELL 


1. Has Scotland been fairly treated? 

2. Does Scottish revenue exceed or fall short of expenditure allo- 

cated to Scotland? 

3. What is the composition of Government expenditure in 

Scotland? 

1. No statistical Return can ever be expected to tell us whether 
Scotland has been fairly treated. What can be said, if the Catto 
principle of equal per capita benefit from general expenditure is 
accepted, is that a situation in which Scotland contributes only 5 per 
cent. of the balance of revenue for general expenditure is a better 
bargain, from Scotland’s point of view, than a situation in which she 
contributes 10 per cent. But there is no sacrosanct percentage that 
Scotland ought to contribute, so that it is impossible to say what is 
fair or unfair. And, since producers benefit from expenditure as well 
as consumers, the principle of equal benefit is not valid. 

2. The Return does not reveal whether revenue from Scotland 
exceeds or falls short of expenditure allocated to Scotland, since 60 
per cent. of ordinary Government expenditure is not allocated. An 
attempt was made to answer this question in the last section, and the 
orders of magnitude of Scotland’s unrequited revenue were given in 
Table V. Something must be said about the effects and causes of 
unrequited revenue. 

For some time the importance of the Scottish economy in the 
United Kingdom has been declining. This is related to the fact that 
the Scottish population has fallen from over 11 per cent. to about 
10 per cent. of the United Kingdom population in the last thirty years, 
largely because of emigration from Scotland. It has often been sug- 
gested that Government fiscal operations, by drawing revenue from 
Scotland for disbursement in England, have contributed substantially 
to the Scottish decline. It is true that drains of revenue,'! used to 


What is meant by ‘a drain of revenue’? There are two interpretations, 
one related to unrequited revenue and the other to the terminology of social 
accounts. Unrequited revenue is not the same measure as net Government 
expenditure for a Scottish balance of payments. The former concept describes 
whether revenue attributed to Scotland exceeds or falls short of local and 
general expenditure attributed to Scotland: some of the revenue and some of 
the expenditure may never see Scotland. Net Government expenditure, as in a 
Scottish balance of payments, describes whether revenue collected in Scotland 
exceeds or falls short of Government disbursements in Scotland; but this would 
not, in itself, be a very interesting item because, for example, it would make 
no allowance for Scottish taxes deducted at source in London. In this note. 
following the Catto Report, a drain of revenue from Scotland means that there 
is some unrequited Scottish revenue, i.e., revenue attributed to Scotland exceeds 
expenditure attributed to Scotland. From the point of view of the balance of 
payments, a drain would mean that revenue collected in Scotland exceeded 
Government disbursements in Scotland. A drain in the first sense is closely 
related to a drain in the second sense because the main components of the 
calculation of unrequited revenue are revenue actually collected in Scotland 
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finance expenditure in England or to lessen England’s burden of 
overseas expenditure, would tend to retard the rate of increase of 
production in Scotland relative to that of England. But the figures 
of Table V suggest that, in the last thirty years, there cannot have been 
any substantial or steady drain of revenue from Scotland to England. 
The occasions on which there have been large totals of Scottish 
unrequited revenue appear to have coincided with heavy overseas 
expenditure by the United Kingdom Government and large totals of 
unrequited English revenue. Some unrequited revenue is necessary 
for a nation that decides not to live in political isolation; and 
a great deal of unrequited revenue is necessary for a Great Power 
in times of hot and cold war. This being so, it does not seem likely 
that Scottish unrequited revenue in the last thirty years has been 
excessive; nor can it have been sufficiently large to be a major cause 
of the declining importance of the Scottish economy. Things might 
have been better if more government money had been spent in 
Scotland: but that raises a different question. 

3. The composition of Government expenditure in Scotland is, 
surely, one of the most important questions that the Return should 
answer, but on this there is far too little information. Instead of bread 
it gives us several stones (60 per cent.) of unallocated general expendi- 
ture. Nor is this the only deficiency, since the Return does not cover 
the whole of the public sector of the economy. 

Ordinary Government expenditure in 1952-53 may be divided 
among the five broad categories of Table WVI—political, social, 
economic, defence and debt. We may neglect the category of political 
expenditure; the amount involved is relatively small and the geo- 
graphical distribution of expenditure must be fairly inflexible. Expendi- 
ture in connection with the National Debt may also be ignored: 
payments of interest. etc., are determined by ownership and, once 
the money has been borrowed, the geographical distribution of 
expenditure is only remotely under Government control. The remain- 
ing groups are the important ones, containing more than 80 per cent. 
of ordinary expenditure, of which about half is classed as general. 


and actual disbursements in Scotland. There could, however, be some unre- 
quited Scottish revenue—a drain in the first sense—even though Government 
disbursements in Scotland exceeded revenue collected in Scotland. implying 
that there was no drain in the second sense. 

The situation becomes even more complicated if we try to take account 
of below-the-line operations. The many complexities cannot be fully exposed 
without discussing the idea of a Scottish balance of payments on current and 
capital account. The Catto Committee stated that the conceptual and practical 
difficulties involved in the preparation of such an account were too great. In 
the circumstances the best view of what we are trying to see may be obtained 
with the help of unrequited revenue supplemented by an analysis of Govern- 
ment expenditure. 
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The main intentions of social expenditure are to make possible 
common minimum standards of health, education, housing, local 
government, law, etc.; thus the geographical distribution of expenditure 
on these services is largely determined by relatively objective factors, 
é.g., the numbers of children and old people, the state of housing, 
the volume of unemployment, income levels. Although there is wide 
scope for discretion, average social expenditure per head of popu- 
lation in different areas of Great Britain mainly reflects the operation 
of these objective factors. Given social conditions as they exist in 
different parts of the country and given the minimum standards that 
Government is trying to achieve or preserve, the geographical distri- 
bution of social expenditure must be relatively inflexible.” 

Economic and defence expenditure, at £1,949 m., formed just 
under half total ordinary expenditure and about 12 per cent. of Gross 
National Expenditure in 1952-53. The Return allocated only £120 m. 
of this sum; £26 m. of economic expenditure went to Scotland mainly 
in connection with roads, agriculture, forestry and fishing (£22 m.). 
The details of the distribution by areas of the remaining expenditure 
hide behind the Whitehall curtain. Parts of this expenditure must 
go to particular areas, for obvious reasons. Thus, much of the 
expenditure on the armed forces had to be incurred overseas or in 
England, and purchases of materials, etc., for strategic reserves were 
similarly determined. But a large proportion of expenditure remains 
which need not be tied, in the long period, to particular areas. We 
do not know how much of this expenditure came to Scotland in 
1952-53 or in any other year. 

Expenditure in these two categories is specially important because 
it is often concerned with the development of new techniques and 
products of great value to civilian industry. Expenditure by the 
Ministry of Supply may, in the end, be worth many times more than 
the initial expenditure to the producing area; and expenditure of 
£50 m. by the Ministry of Supply must, very often, be much more desir- 
able than £50 m. of social expenditure. A large part of social expendi- 
ture is incurred to overcome the evils of the past—to plug holes— 
whereas economic expenditure and the economic element of defence 
expenditure lay profitable foundations for the future. No doubt we will 
get our deserts, perhaps slightly more or slightly less, in the sector of 
social expenditure, but some kinds of Government expenditure are 
more desirable than other kinds, and it is by no means certain where 
Scotland stands in the field of economic and defence expenditure. 


*? Social expenditure per head of population in Scotland was about 12 per 
cent. greater than in England and Wales in 1952-53. 
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TABLE VI 


THE DISTRIBUTION OF ORDINARY GOVERNMENT 
EXPENDITURE, 1952-53 


Category 


1. Political 


2. Social 


3. Economic 


4. Defence 


5. Debt 


Major Services 
or Votes! 


Central Government, 
Commonwealth and 
Foreign, 

Common Services, 
Tax Collection, 
Consolidated Fund 
Services 


Law, Justice, 
Education, Broad- 
casting, Housing, 
Local Government, 
Health, Labour, 
National Insurance, 
Food (excluding 
strategic reserves). 


Trade, Industry, 
Transport, Station- 
ery and Printing, 
Supply (excluding 
defence), Materials, 
Ordnance Factories 


Forces, Ministry of 
Defence, Supply 
(defence), 

War Pensions, 

War Damage 


National Debt 
Charges 


Total 


135 


Expenditure Allocated in 1952-53 Return to: 


England | Scotland 


£m, 


67 


1,313 


91 


1,471 


£m. 


173 


26 


207 


General 
Services 


£m. 


151 


35 


335 


1,497 


612 


2,630 


Totai 
£m. % 
226 5 

1521 35 
452 11 
1,497 515} 
612 14 
4,308 100 


1In some cases, e.g., Common Services, expenditure comes into 


Source: 1952-53 Return. 


more than one category. 


Discussion of this problem is mainly speculation because the facts 
are not available. The Catto Committee considered the possibilities 
The Army and the Ministry of 
Supply stated that it would be possible, at some cost, to make reason- 
able estimates of expenditure in Scotland, though for security reasons 
it might not be desirable to publish the figures separately; but the 


of obtaining this information.'’ 


* Pp. 73-4, 88-92. 
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Admiralty and the Air Ministry said that they could segregate 
Scottish payments only by a considerable adjustment of their present 
accounting system. May it be hoped that the Royal Commission 
will exert more pressure than did the Catto Committee and obtain 
more information about economic and defence expenditure in 
Scotland? 

To sum up. It is not enough merely to discover how unrequited 
Scottish revenue is related to the external expenditure of Great 
Britain, or even how expenditure allocated to Scotland is related to 
attributed Scottish revenue. Some types of Government expenditure 
bring many more advantages than others and Government economic 
and defence expenditure can have far-reaching effects on the industrial 
structures of England and Scotland.’* For this reason it is important 
to know more about the composition of Government expenditure than 
is provided in the 1952-53 Return. 


THE FUTURE OF THE RETURN 


The preceding discussion has thrown considerable doubt on the 
value of the Return in its present form. It must be accepted, presum- 
ably, that Returns cannot be based on the system of accounts used 
by the Central Statistical Office, but it is to be regretted that the 
labours of the Catto Committee gave birth to a Return so little 
different from the model first introduced sixty years ago. But though 
the Return is neither a good Return nor an up-to-date Return, it 
provides official bench-marks and a great deal of information useful 
to the study of the Scottish economy, and it is much better than 
nothing at all. 


“Some observations may be made on the interpretation of figures of 
economic and defence expenditure were they to be provided for Scotland, 
(a) Subcontracting, etc.. may cause Government expenditure in England to 
come to rest in Scotland. Thus, published figures could underestimate defence 
expenditure in Scotland. (b) A relatively low level of economic and defence 
expenditure in Scotland. in conditions of full employment, might mean that 
Scottish industrialists did not want the contracts and developments involved. 
This might be because they were satisfied with demand and developments 
in other sectors and capable of finding new markets and developing new 
products and processes without the aid or spur of Ministry of Supply, etc.. 
orders. From many points of view. especially if defence and related expendi- 
ture were a declining proportion of Gross National Expenditure, it would 
be more desirable to gear Scottish industry to civilian rather than to military 
demand. On the other hand. a relatively low proportion of defence and 
economic expenditure in Scotland might mean that Scottish industrialists, 
were less enterprising or persistent than English industrialists, or that they 
could not find capital for the necessary developments. But so long as the 
potential Scottish working population expands more rapidly than the Scottish 
industrial structure, and this has been happening for many years, there 
seems to be good reason for claiming that. in the long run, Scotland could 
absorb and benefit from a greater rate of industrial capital formation in 
general and more defence and economic expenditure in particular. 


THE CATTO RETURN 137 


To end on a constructive note, the following suggestions may be 
put forward for the improvement of future Returns. 

1. Scope. The scope of the Return should be widened to take 
account of below-the-line transactions, the operations of the national 
insurance funds and, possibly, the activities of the public corporations. 

2. Methods. The details of the income-tax calculations should 
be set out more fully and attempts should be made to improve the 
estimates of Customs and Excise duties paid by Scots. 

3. Details of Expenditure. Details should be given of the 
geographical distribution of expenditure to a much greater extent 
than in the 1952-53 Return. If necessary for security reasons certain 
components could be published in the form of index numbers. 


A. D. CAMPBELL 
Glasgow 


ADAM SMITH AND THE CLASSICAL CONCEPT OF PROFIT 
I 


‘Tue whole annual produce of the land and labour of every country,’ 
said Adam Smith in the Wealth of Nations, ‘ or what comes to the 
same thing, the whole price of that annual produce, naturally divides 
itself . . . into three parts; the rent of land, the wages of labour, and 
the profits of stock; and constitutes a revenue to three different orders 
of people; to those who live by rent, to those who live by wages, and 
to those who live by profit. These are the three great, original and 
constituent orders of every civilized society, from whose revenue that 
of every other order is ultimately derived.” 

We today have grown so accustomed to the postulation of this 
basic social pattern of landlords, labourers and capitalists, living 
respectively on rent, wages and profit, that it is sometimes difficult 
for us to imagine that it is less than two hundred years old. Yet 
Adam Smith seems to have been, if not the first to discern the exist- 
ence of this pattern in the society around him, at least the first to 
appreciate its enormous significance. We look in vain for any real 
understanding of its importance in other places where we might 
perhaps have expected to find it—in Steuart, Hutcheson and Ferguson, 
for example. Even in Cantillon, and even, what is more surprising, 
in the Smith of the Glasgow Lectures, we find little more than a 
few educated inklings of it. Adam Smith’s predecessors certainly 
supplied various elements of the pattern, but he himself seems to have 
been the first to grasp it in its entirety and to attempt consciously 
to analyse its complex internal relationships. 

The special feature of the pattern which marked it off from those 
put forward by earlier economists was the inclusion of profit on 
capital as a general category of class income which accrued to all 
who used ‘stock’ in the employment of ‘ productive’ wage-labour, 
and which was qualitatively distinct both from the rent of land and 
from the wages of labour. Many of Smith’s predecessors had 
recognised, of course, that those who employed stock in mercantile 
pursuits generally recei' ed a net reward which was proportioned not 
to the effort, if any, which they expended, but rather to the value of 
the stock employed. In Smith’s new model it was recognised that 
net gains similar in this respect to mercantile profit were now also 


1 Wealth of Nations, Cannan ed., I, p. 248. Cf. II, p. 412. 
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being earned on capital employed in other economic pursuits, such 
as agriculture and manufacture. But, even more important, it was also 
recognised that the origin of these net gains was now very different 
from what it had formerly been. To Smith’s predecessors, generally 
speaking, profit had appeared as ‘ profit upon alienation ’—i.e., as the 
gain from buying things cheap and selling them dear. To Smith, on 
the other hand, profit began to appear as an income uniquely 
associated with the use of capital in the employment of wage-labour. 
Profit was primarily derived from the value which the wage-labour 
employed added to the original value of the raw materials, etc., upon 
which they worked. ‘The value which the workmen add to the 
materials,’ said Smith, ‘ resolves itself . . . into two parts, of which the 
one pays their wages, the other the profits of their employer upon the 
whole stock of materials and wages which he advanced.” 

And not only this. In Smith’s model, the ‘constituent order’ 
whose income consisted of profit on capital was regarded in a certain 
sense as the leading economic order, in so far as the mainspring of 
the economic mechanism was conceived in terms of the desire of 
individual capitalists to secure the highest rate of profit on their capital 
and to accumulate as rapidly as possible. In the Glasgow Lectures, 
Smith had already gone a considerable distance towards understanding 
the importance of capital,* but he had apparently still tended to 
visualise the equilibrating movements of effort and resources in the 
economy in terms of ‘ the concurrence of different labourers ’.* In the 
Wealth of Nations, on the other hand, the drive to maximise profit 
and to accumulate capital is presented as the essential precondition 
and basic cause of the growth of opulence. The urge to accumulate 
leads not only to the optimum allocation of resources within each 
employment * and between different employments,® but also to a 
substantial increase in real income over time. Smith was, indeed, quite 
prepared to suggest that the secular increase in real income was and 
always had been uniquely correlated with the increase in capital.’ It 
was Smith’s great emphasis on the economic réle of profit on capital 
and capital accumulation which more than anything else gave unity 
and strength to the structure of the Wealth of Nations. 

The emergence of profit on capital in the classical sense as a new 
category of class income was not merely a conceptual but also a 
historical phenomenon. As Engels once remarked ina similar connection, 


2 Tbid, I, p. 50. ; ’ 

3 For example, in Lectures on Justice, Police, Revenue and Arms, p. 220. 
4 Ibid, p. 179. 

5 Wealth of Nations, I, p. 259. 

6 Ibid, p. 419. 

7 Ibid, pp. 325-8. Cf. II, p. 414. 
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‘ We are dealing here not only with a purely logical process, but with 
a historical process and its explanatory reflection in thought, the logical 
pursuance of its inner connections.’* Profit on capital, and the social 
classes which came to receive incomes of this type, were of course the 
ultimate products of several centuries of economic development. But 
it was apparently not until the third quarter of the eighteenth century 
that profit on capital, as a new generic type of class income, became 
so clearly differentiated from other types of income that economists 
were able to grasp its full significance and delineate its basic character- 
istics. There were a number of obstacles which had to be overcome 
before this could be done. 

In the first place, there were certain difficulties connected with the 
differentiation of profit from rent of land and interest on money. 
Profit formally resembled these other types of income in so far as 
they all appeared to stand in a more or less regular proportion to a 
capital sum—rent to a sum of money invested in the purchase of land, 
interest to a sum of money lent out to a borrower, and profit to a sum of 
money used directly or indirectly in the employment of wage-labour. 
During the century prior to the appearance of the Wealth of Nations, 
the vital distinction between money (i.e., money as a hoard) and 
capital (i.e., money utilised in order to secure a revenue) began to 
be recognised by a number of economists. ‘No Man is richer for 
having his Estate all in Money, Plate, &c. lying by him,’ wrote North 
in 1691, ‘ but on the contrary, he is for that reason the poorer. That 
man is richest, whose Estate is in a growing condition, either in Land 
at Farm, Money at Interest, or Goods in Trade.’® And at the same 
time a further important distinction came to be made between capital 
which was more or less passively utilised (as in the case of ‘Land at 
Farm’ or ‘ Money at Interest’) and capital which was more actively 
utilised (as in the case of ‘ Goods in Trade’). It had become evident 
that whereas those who utilised capital passively would normally 
receive as revenue only the ordinary rate of interest or its equivalent, 
those who utilised it actively in ‘trade’ would normally make a net 
gain, or ‘ profit’, over and above the ordinary rate of interest. The 
way was then laid open for the development of the classical concept 
of interest as a derivative form of income which was paid out of gross 
profit and ultimately regulated by it. Smith, like Locke and Cantillon 
and Hume before him, emphasised the fact ‘that wherever a great 
deal can be made by the use of money, a great deal will commonly 
be given for the use of it: and that wherever little can be made by it, 


’ Engels. Engels on ‘ Capital’, p. 100. 


® Discourses upon Trade. etc., p. 11. Cf. Marx, Theories of S : 
Value, English ed., p. 32. ete 
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less will commonly be given for it’.!° And just as the differentiation 
of profit from interest in the sphere of ‘ trade’ was possible only with 
the emergence of a separate class of ‘ traders’, so the clear differentia- 
tion of profit from rent in the sphere of agriculture was possible only 
with the emergence of a separate class of agricultural capitalists. A 
clear distinction between rent-earning capital invested in the purchase 
of land and profit-earning capital invested in the actual farming of the 
land could not be made (unless by way of analogy from other spheres 
of production) prior to the fairly widespread development of capitalist 
methods of organisation in agriculture. 

In the second place, there were certain difficulties connected with 
the differentiation of profit from wages. As capitalism developed in 
industry and agriculture, the objective conditions were gradually 
established for the recognition of the fact that the essential common 
feature of all active uses of capital was its utilisation in the employ- 
ment of wage-labour, and thus for the postulation of profit as a new 
type of class income born of the capital-labour relationship. But it 
very often happened at this time that the employers of labour had 
risen from the ranks of the direct producers and still participated 
actively in the actual process of production. Therefore they naturally 
persisted in regarding the difference between their paid-out costs and 
the price they received for their commodities as a sort of superior 
‘wage’ for their own personal efforts rather than as a ‘ profit’ on the 
capital, often very meagre, which they had supplied. Even when such 
‘undertakers’ came to confine themselves to merely supervisory 
functions, it might still seem plausible to speak of their net reward, as 
sO many economists at this time actually did speak of it, as the ‘ wages 
of superintendence’. How difficult it was at this time to appreciate 
the nature of the difference between wages and profits is shown clearly 
enough by the emphasis which Smith himself felt obliged to place 
upon the point. Obviously aware that he was to some extent breaking 
new ground, Smith went out of his way to insist that the profits of 
stock are not ‘ the wages of a particular sort of labour, the labour of 
inspection and direction’, but are ‘altogether different’, being 
‘regulated by quite different principles’. The owner of capital, said 
Smith, even though he is ‘ discharged of almost all labour ’, still expects 
that ‘ his profits should bear a regular proportion to his capital ’.** 

Finally, there were certain obstacles standing in the way of the 
introduction of the concept of an average rate of profit. Before the 
profits of stock could come to be regarded as standing in a regular 
proportion to the amount of capital, in whatever sphere it happened 


10 Wealth of Nations, I, p. 90. 
11 Tbid, pp. 50-51. 
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to be employed, it was clearly necessary that the field covered by 
capitalist methods of organisation should be considerably enlarged, 
that competition in both internal and external trade should be 
reasonably free, and that capital should be relatively mobile between 
different places and occupations. Only then could it be plausibly said 
that profit at the average rate was a constituent element in the 
“natural ’ price of all commodities. 

It was the emergence of profit on capital as a new category of 
class income, sharply differentiated from other types of income, which 
cleared the way for the full development of classical political economy. 
As the conditions I have described were gradually fulfilled in the real 
world, the older accounts of ‘ profit’ necessarily began to seem more 
and more inadequate. ‘ Profit’ could no longer be treated under the 
heading of rent, where Petty had tended to place it; it could no longer 
be identified with wages, as with Cantillon and Hutcheson; and its 
origin could no longer be sought in the sphere of exchange, where 
Steuart had pretended to find it. The relationship between capital and 
wage-labour was becoming the dominant socio-economic relationship 
in Western society, and this fact necessitated a complete revision of 
certain fundamental economic concepts and the postulation of a new 
basic social pattern. 


W 


It is here that we come face to face with something of a mystery. 
The postulation of a basic social pattern such as that put forward by 
Smith clearly cannot precede the emergence of the real socio-economic 
phenomena of which it is designed to be a generalisation. These 
phenomena must at least be sufficiently dominant in certain key 
spheres to make it apparent (even if only to more perceptive observers) 
that they are becoming dominant in all. Smith’s division of society 
into landlords, labourers and capitalists would appear to presuppose 
quite a considerable infiltration of capital and capitalist methods of 
organisation into agriculture and manufacture, yet if we look at Britain, 
and still more if we look only at Scotland, at the time when Smith’s 
basic ideas were formed, we are forced to the conclusion that this 
process of infiltration had not then proceeded far enough to render 
Smith’s basic pattern plausible as a delineation of the general state 
of affairs in these countries. 

Consider, for example, the position of Scottish agriculture. In the 
1750s and ’60s, taking the country as a whole, the area covered by 
farms where the functions of landlord, labourer and capitalist were 
actually exercised by three separate individuals must still have been 
relatively small. It is certainly true that capital was beginning to flow 
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from commerce into agriculture (some of it from the profits of the 
tobacco trade, either directly or through the newly-established banks), 
and that the results were sufficiently spectacular to attract a consider- 
able amount of attention.1* The improving movement, which had 
begun much earlier in the century in some districts, started to gather 
momentum during its second half. But the bulk of the capital laid 
out in improvements was being invested by the landowners rather than 
by their tenants. Even in the 1770s, when Andrew Wight made most 
of his celebrated tours, the crying need in most districts was still for 
substantial capitalist tenants, ‘ men of stock’, as Wight called them,’* 
who would be ‘ encouraged by long leases to follow the improvements 
of their landlord’.’* This fact is perhaps reflected in those passages 
in the Wealth of Nations where Smith suggests that although 
improvements are ‘ sometimes’ made by tenants, they are in general 
more likely (for reasons which Smith examined at some length) to be 
made by the landlords.’* 

It would be quite wrong to conclude from this, however, that there 
were not distinct signs in certain districts of the emergence of a new 
class of capitalist farmers. In the more progressive regions—and 
particularly in those which Smith had special opportunities to study— 
capitalist methods of agricultural organisation had already become 
widespread. As the improving movement began to extend during the 
second half of the century, ‘. . . small holdings were being thrown 
into large farms. Farming for profit was taking the place of subsistence 
farming. ... In the Lowlands the early improving landlords grasped 
the importance of security for their tenants, and so there the lease 
system spread rapidly. . . . The security thus offered called into 
existence a class of professional farmers, carefully chosen by the 
improving landowners, who were able and willing to keep abreast of 
the latest advances in agriculture.’‘* This process was particularly 
evident in the Lothians. In East Lothian, Wight noted: 

‘Improvements in agriculture are chiefly owing to the tenants. 

East Lothian is a fine country, and agriculture has been long carried 

on there to greater perfection than in any other county in Scotland. 

This has made a good deal of money to circulate among the 

tenantry, or yeomanry, as termed in England, who are fond of their 

country, and never willing to desert it. By this means there are 
always substantial tenants at hand to bid for every spot that is 


12 This process was, of course, particularly evident in the vicinity of cities 
such as Glasgow. Cf. Wealth of Nations, I, pp. 129-30, 356 and 382-3. 

13 Andrew Wight, Present State of Husbandry in Scotland, IV, p. 365. 

14 Jbid, Ill, p. 549. Cf. II, pp. 521, 708; IV, p. 119; etc. 

15 Wealth of Nations, I, pp. 145-6, 367, 369-70, etc. Cf. p. 354. 

16 Hamilton, The Industrial Revolution in Scotland, pp. 5 and 55-6. 


10 


144 RONALD L. MEEK 


vacant; and the money and credit they have, enable them to make 
the most of their possessions. In other parts of Scotland, gentlemen 
have no other method to improve their estates, but by taking farms 
into their own hand, improving them, and letting them out to 
tenants. As this is unnecessary in East Lothian, the gentlemen are 
few in number who apply themselves to agriculture.”*’ 

Smith was no doubt kept in close touch with these important 
developments as a result of the agricultural discussions held by the 
Select Society in Edinburgh, whose members were ‘ largely connected 
with the landed interest’ and to which ‘a certain number of practical 
farmers’ were admitted in 1756.18 And it is possible that certain 
passages in the Wealth of Nations owe their origin to these develop- 
ments—for example, that in which Smith speaks of the ‘ great stocks’ 
which are employed in farming in some places in Great Britain and 
of the ‘rich and great farmers’ who are in every country, after small 
proprietors, the ‘ principal improvers ’.*® 

It is evident, then, that Smith’s basic pattern could in fact have 
been observed in the agricultural field, even in Scotland, by someone 
who knew where to look. But in the majority of cases, even in the 
more advanced districts, the pattern must have been far from clear. 
As Smith himself pointed out, the three different sorts of revenue are 
commonly ‘ confounded ’ with one another, particularly in agriculture. 
Rent is often confounded with profit, as in the case of ‘a gentleman 
who farms a part of his own estate’; wages are often confounded with 
profit, as in the case of ‘common farmers’; and sometimes rent and 
profit are confounded with wages, as in the case of ‘a gardener who 
cultivates his own garden with his own hands’.?° It is no doubt true 
that the parallel between contemporary developments in the agricul- 
tural and the industrial spheres would be very likely to impress itself 
on one who was a frequent attender both of the meetings of the Select 
Society in Edinburgh and of those of the Political Economy Club in 
Glasgow during the decade prior to 1764. But the emergence of the 
capital-labour relation to a position of dominance must have been 
more apparent in industry in Glasgow than in agriculture in the 
Lothians, and it was probably the study of developments in Glasgow 
which exercised the more decisive influence on the evolution of his 
thought. 

Smith, looking at the economic organisation of industry in his day, 
was apparently able to observe as something like a norm what many 
economic historians of today, looking back at the same period, have 


17 Wight, op. cit., II, p. 275. 

18 Rae, Life of Adam Smith, pp. 111 and 115. 
19 Wealth of Nations, I, p. 370; cf. p. 316. 

20 Ibid, p. 55. 
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been able to observe only as an exception. Mantoux, for example, has 
emphasised that before the Industrial Revolution ‘those capitalists 
who gained so much from the gradual concentration of the means of 
production were hardly industrialists. . . . They were solely 
merchants, and industry for them was only a form of trade.’2!_ The 
exceptions—those early forms of industrial organisation which Marx 
called ‘ manufacture ’"—were no doubt significant, but they remained 
exceptions.*? It was only when the Industrial Revolution was fairly 
well under way, according to Mantoux, that the master manufacturer 
managed to raise himself ‘so high above his workmen that he found 
himself on the same level as those other capitalists, the banker and the 
merchant ’.?® Yet in the Wealth of Nations, which was written 
before the Industrial Revolution had properly begun, the master 
manufacturer is fairly clearly distinguished on the one hand from the 
merchant and on the other hand from the wage-earner. In Smith’s 
main theoretical statements the industrial sphere, broadly speaking, is 
regarded as separate from the mercantile, and the capital-labour 
relationship is regarded as being dominant in both. This fact is so 
important that it would seem useful to enquire how far Smith’s account 
was the result of actual observation, and how far of prescience or 
prophecy. 

It was in ‘ manufacture ’, of course—in Marx’s sense of the word— 
that the process whereby the master manufacturer was separating 
himself from the merchant on the one hand and from the wage-earner 
on the other could be seen most clearly. In ‘ manufacture’ the great 
potentialities of the capitalist form of productive organisation,** and 
in particular the considerable extent to which this form allowed the 
division of labour to be carried,?° were most readily apparent. Adam 
Smith was evidently very greatly impressed with the large manu- 


21 Mantoux, The Industrial Revolution in the Eighteenth Century, p. 91. 
22 Tbhid, pp. 374-5. 


22 Ibid, p. 3/6. 
24Even in the manufactory, of course, the method of organisation was 


much less advanced than in the new type of production-unit which began to 
spring up as the Industrial Revolution proceeded. (Cf. Dobb, Studies in the 
Development of Capitalism, p. 260.) It is significant in this respect that 
Smith normally included raw materials along with wages in the ‘ advances’ 
which the capitalist made to his labourers. 

25 Smith recognised, of course, that the division of labour was often carried 
just as far, if not further, in industries like ‘ the linen and woollen manu- 
factures’ (Wealth of Nations, I, p. 7), where ‘every different branch of the 
work employs so great a number of workmen, that it is impossible to collect 
them all into the same workhouse’ (/bid, p. 6). He also recognised very 
clearly that the division of labour was essentially dependent upon ‘the 
accumulation of stock ’ (Jbid, pp. 258-9). 
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factories of his time.”® The typical master manufacturer of the Wealth 
of Nations is one who has invested a fairly large proportion of his 
capital in machines and the ‘ instruments of his trade "—for example, 
‘the furnace for melting the ore, the forge, the slitt-mill’ which are 
found in a ‘ great iron-work ’,”’ or the shafts, ‘ engines for drawing out 
the water’, and ‘ roads and waggon-ways’ constructed by the ‘ under- 
taker of a mine’.?* ‘The expence which is properly laid out upon a 
fixed capital of any kind,’ Smith observed, ‘ is always repaid with great 
profit’, and this is especially the case when the labourers are ‘ assisted 
with the best machinery ’.?® It is this investment in fixed capital which 
constitutes, as it were, the undertaker’s stake in the manufacture, and 
broadly speaking it is this investment in fixed capital which marks him 
off as a manufacturer rather than as a merchant. 

At this time, particularly in Glasgow, a great deal of capital was 
flowing from the profits of commerce into manufacture. A number 
of the most spectacular of the Glasgow manufactories were founded 
on the initiative of merchants—some of them merely in order to find 
an outlet for funds seeking investment, and others in order to facilitate 
the production of goods for sale to the American colonists.*° But 
not all the capital for these new projects came from the merchants. 
Much of it came from rich master craftsmen who broke free from the 
restrictions imposed by their craft organisations, entered into partner- 
ship with groups of merchants, and became managers of the new 
manufactories which the partnerships set up. Developments such as 
these, generally speaking, tended in the long run to increase rather 
than to diminish the growing distinction between the merchant and 
the master manufacturer, since they encouraged the setting-up of large 
manufactories which required a substantial investment in fixed capital, 
and also facilitated the rise of master craftsmen to the status of 
industrial capitalists. The difference between the case of the ‘ under- 
taker of a great work’ and the master craftsman who employed a few 
journeymen and servants was clearly regarded by Smith as one of 
degree rather than of kind. They were both master manufacturers. 


26 For interesting contemporary accounts of the Glasgow manufactories, see 
John M’Ure, The History of Glasgow, 1736, pp. 227-30 and 257-8, and John 
Gibson, The History of Glasgow, 1777, pp. 236-259. 

27 Wealth of Nations, I, p. 262. 

28 Ibid, p. 290. 

29 Tbid, p. 270. 

30 See, e.g., Rae, Life of Adam Smith, pp. 88-90, and James Gourlay, 
‘The Tobacco Period in Glasgow, 1707-1775’, in A Glasgow Miscellany, 
passim. There is some useful information on the relation between the Glasgow 
tobacco trade and the establishment of local manufactories in Scotland and 
Tobacco, an unpublished thesis by T. D. J. Wilkinson, formerly of Glasgow 
University. 
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The rise of a new class of industrial capitalists, who were soon to 
develop into the entrepreneurs or ‘ captains of industry ’ so character- 
istic of modern capitalism, had as its natural correlative the rise of 
a propertiless urban working class—the ‘labourers, journeymen, 
servants of every kind ’,*! whom Smith included in the ‘ constituent 
order’ which lived by wages. Once again it was in the manufactories, 
where the workers were generally divorced from the ownership of the 
means of production, that the distinction between the capitalist master 
manufacturer and the wage-labourer was most apparent. Smith was 
impressed by the fact that in Glasgow (as distinct from Edinburgh) 
“the inhabitants are chiefly maintained by the employment of 
capital ’.°? And ‘the quantity of industry which any capital can 
employ’, he noted, ‘must, evidently, be equal to the number of 
workmen whom it can supply with materials, tools, and a maintenance 
suitable to the nature of the work ’.°* Smith obviously regarded the 
typical worker in a manufactory as being largely dependent upon his 
master for the provision of ‘instruments of trade ’.** The supply of 
propertiless labourers, he recognised, was generally increased ‘in years 
of scarcity’, when ‘ poor independent workmen frequently consume 
the little stocks with which they had used to supply themselves with 
the materials of their work, and are obliged to become journeymen 
for subsistence ’.*° Once again, the distinction between the status of a 


%1 Wealth of Nations, I, p. 70. 

32 Toid.py 39: 

33 Ibid, p. 279. 

34 Cf. the passage in the ‘Early Draft of the Wealth of Nations’ where 
Smith speaks of the ‘ master of the work’ in the famous pin factory affording 
his workers ‘the wire the tools and the employment’ (Scott, Adam Smith as 
Student and Professor, p. 331). Some economists—e.g. Beer, A History of 
British Socialism, I, p. 197, and Stark, The History of Economics, pp. 26-7 
and 30-31—have noted that Smith often omits the ‘tools’ and refers only to 
materials and wages when he is describing the ‘advances’ made by the 
capitalist to the labourer, and have taken this fact as evidence that in Smith’s 
time ‘the labourer and the means of labour were not yet separated’ (Stark, 
op. cit., p. 26). In certain cases (the spinners and the weavers, for example) 
this was no doubt largely true, and it is also true that there are many survivals 
in the Wealth of Nations of the old habit of describing manufacture as if it 
were carried on entirely by more or less independent ‘manufacturers’. But 
Smith’s frequent omission of ‘tools’ from the ‘advances’ made by the capitalist 
to the labourer is not evidence that this state of affairs was still general. 
Smith usually regarded that portion of capital which was fixed in ‘useful 
machines and instruments of trade’ as affording its owner a profit by 
‘remaining with him’, while that portion which consisted of raw materials and 
wages afforded a profit to him by being ‘advanced’ or ‘circulated’. The 
capitalist’s ‘advances’ to his labourers, therefore, consisted only of materials 
and wages, for the simple reason that these were the only items which he 
could properly be said to have ‘advanced’ to them. As I have already 
suggested, it is the inclusion of raw materials in the ‘advances’, rather than 
the omission of tools and machines, which is significant. 

35 Wealth of Nations, I, p. 85. Smith also mentioned, however, that the 
reverse might happen in ‘ cheap years’. 
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worker in a large manufactory and that of a journeyman employed 
by a small master craftsman was regarded by Smith as one of degree 
rather than of kind. 

If, then, we look at one of the great commercial and industrial 
centres of Smith’s time, such as Glasgow, where capital was flowing 
at a considerable rate into manufacture, the basic pattern put forward 
in the Wealth of Nations becomes a much closer approximation to 
reality than if we look at Scotland, or even at Britain, as a whole. In 
these centres, the extension of capitalist methods of organisation was 
leading to the emergence of a new class of capitalist master 
manufacturers, who were separating themselves more and more both 
from their own employees and from the merchants. These master 
manufacturers were coming to receive an income which was related 
not to their personal efforts but to the size of their capital—an income 
which was evidently derived from the value which the wage-labour 
employed by this capital added to the raw materials which it worked 
up. Smith, observing the growing dominance of the capital-labour 
relationship in this sphere, and foreseeing its eventual dominance in 
all, grouped the profit on agricultural and commercial capital with 
that on industrial capital as different species of the same new genus. 


Il 


In our discussion of the factors contributing to the formation of 
the new social pattern, however, we should not emphasise the part 
played by the contemporary economy to the exclusion of that played 
by contemporary economists. By Smith’s time, quite a number of 
economists were coming to realise that the social class whose income 
took the form of ‘ profit’ no longer consisted entirely of merchants. 
When earlier economists like North and Locke thought of capital in 
its active use, they almost invariably thought in terms of commercial 
capital. But some of Smith’s contemporaries, when they used words 
like ‘ trader’, ‘ dealer’ or ‘ broker’, probably meant to include in these 
categories not only merchants properly so-called but also those whose 
roots were in industry and agriculture rather than in commerce. For 
example, in a pamphlet dated 1758, by William Temple, a clothier of 
Trowbridge, we find the following interesting anticipation of Smith’s 
“natural price’ doctrine: ‘I can most clearly perceive that the value 
of all commodities or the price, is a compound of the value of the 
land necessary to raise them, the value of the labour exerted in 
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producing and manufacturing them, and of the value of the brokerage 
which provides and circulates them.”** 


By ‘brokerage’, as the ensuing passage shows, Temple clearly 
meant something very like ‘ profits’ in Smith’s sense of the word. 
‘If the broker’s gains do not please him,’ Temple proceeded, ‘ he will 
withold his sales. The farmer will not sow, the manufacturers will 
leave off their trades, if their employments and occupations produce 
a loss instead of a profit.’ As another example, we may take the 
following extract from a letter written by David Hume to Turgot in 
September 1766: 


“I beg you also to consider, that, besides the Proprietors of 
Land and the labouring Poor, there is in every civilized Community 
a very large and a very opulent Body who employ their Stocks in 
Commerce and who enjoy a great Revenue from their giving Labour 
to the poorer sort. I am perswaded that in France and England 
the Revenue of this kind is much greater than that which arises 
from Land: For besides Merchants, properly speaking, I compre- 
hend in this Class all Shop-Keepers and Master-Tradesmen of every 
Species. Now it is very just, that these shoud pay for the Support 
of the Community, which can only be where Taxes are lay’d on 
Consumptions. There seems to me no Pretence for saying that this 
order of Men are necessitated to throw their Taxes on the 
Proprietors of Land, since their Profits and Income can surely bear 
Retrenchment.’*’ 


Nor should we neglect the important part played by that brilliant 
circle of thinkers, headed by Lord Kames, with which Smith was so 
closely associated. Indeed, it seems possible that Smith’s attention 
may have been specifically drawn to this new way of looking at the 
economic organisation of society by his friend, James Oswald. Dugald 
Stewart, discussing in his lectures Smith’s analysis of the component 


8564 Vindication of Commerce and the Arts, reprinted in A Select 
Collection of Scarce and Valuable Tracts on Commerce (1859). The 
quotation, which appears on p. 522 of the Select Collection, is referred to by 
Patten in The Development of English Thought, pp. 237-8. See also the 
appendix to Temple’s pamphlet (not reprinted in the Select Collection) in 
which ‘ brokerage’ appears as an important constituent of the ‘ national 
income’. Temple’s pamphlet, which was dedicated to Charles Townshend’s 
father, was brought to the notice of Lord Kames by Josiah Tucker, who, in 
a letter of 6th July 1758. described Temple as one ‘ who has immense erudition 
in his way—understands the principles of commerce extremely well, but 
pushes some of them too far’ (Lord Woodhouselee’s Memoirs of the Hon. 
H. Home of Kames, Il. p. 6 of appendix). 

37 The Letters of David Hume, edited by J. Y. T. Greig, II, p. 94. IT am 
indebted to Professor Macfie for drawing my attention to this interesting 
passage. Cf. also the remarkable soliloquy of Mr. Jonathan Wild the Great 
in Chapter XIV, Book I, of Henry Fielding’s Life of that gentleman (1743). 
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parts of the price of commodities into rent, wages and profit, mentioned 
that ‘it appears from a manuscript of Mr. Smith’s, now in my 
possession, that the foregoing analysis or division was suggested to 
him by Mr. Oswald of Dunnikier’.** This statement may well be 
essentially true. Oswald, as appears from the letters which survive of 
his correspondence with David Hume, was quite capable of arguing 
intelligently on matters of political economy—and was also, incident- 
ally, fully seized of the importance of accumulation.*° 

The discovery of the ‘ early draft of the Wealth of Nations’ has 
led to speculations concerning the approximate date at which Oswald’s 
views on this subject were communicated to Smith. Professor Scott, 
the discoverer of the ‘ early draft’, tentatively placing its date at 1763, 
claimed that it contained much more on distribution than was to be 
found in the Lectures, and, indeed, that the distributive division of 
rent, wages and profit was quite explicit in it. From this (inter alia) 
he concluded that Oswald’s views were probably communicated to 
Smith and used by him prior to his departure for France early in 
1764.4° It is true that the manuscript contains one passage dealing 
with distributive questions—but as far as I can see only one—of which 
there is no trace in the student’s notes of the Lectwres, and that in 
this passage a division of the produce between the ‘profit’ of the 
master and the wages of the artisans whom he employs is fairly clearly 
envisaged.** But it is surely obvious from the manuscript as a whole 
that Smith, at the time of its compilation, was not yet thinking in 
terms of the basic pattern of the Wealth of Nations. This is made 
clear from Smith’s sketch of the section dealing with the circumstances 
which regulate the prices of commodities, which follows more or less 
exactly the scheme of the Lectwres. The natural price reappears as 
‘that price which is sufficient to encourage the labourer ’,*? and there 
is no trace of any suggestion that profit at the average rate should be 
regarded as one of the constituents of the natural price. If Oswald’s 
views were in fact communicated to Smith prior to the composition 
of the ‘early draft’, and if they were really as important as Stewart’s 
note would indicate, then it seems fairly clear that Smith did not 
immediately realise their implications. Making the best guess which 


58 Stewart, Collected Works, ¥X, p. 6: cf. X, p. 81. 

°° Memorials of James Oswald, 1825, pp. 65-71. See particularly pp. 67-8. 
and cf. pp. 122-3. 

40Adam Smith as Student and Professor, pp. 117-8 and 319-20. 
_ 41 The passage appears on p. 331 of Professor Scott’s book. Even here. 
it might be argued that the last four lines on p. 164 of the Lectures were 
intended by the student as a summary of the passage which appears in the 
first thirteen lines on p. 331 of Professor Scott’s book. and that the student 
simply omitted the arithmetical illustration, as students often do. 

42 Scott, op. cit., p. 346. 
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seems to be possible under the circumstances, I would suggest either 
that Oswald’s communication did not reach Smith until after his return 
from France, or that if it reached him before he left for France he 
did not come to appreciate its significance until during or after his 
conversations with the Physiocrats. 

This does not mean that we must revert entirely to the old beliefs 
about the degree of Smith’s dependence on the Physiocrats. On many 
matters he did not require any instruction from them—for example, 
his own basic ideas on the virtues of laissez-faire and free trade had 
apparently been formed at least as early as 17494°—and if he learned 
a certain amount from Mercier de la Riviére and Nicolas Baudeau, 
either as a result of personal discussion during his stay in Paris or 
through the books which they subsequently published, it is quite likely 
that they learned just as much from him. From Turgot, however, 
whose Feflections were probably being composed about the time of 
Smith’s stay in Paris, he may have learned rather more. The central 
theme of the second half of Turgot’s Reflections is the idea that ‘ the 
cultivation of the land, manufactures of all kinds, and all branches of 
commerce depend upon a mass of capitals, or of moveable accumulated 
riches, which having been at first advanced by the Undertakers in each 
of these different classes of labours, must return to them every year 
with a steady profit’.** Smith, as we have seen, had already been 
impressed by the importance of the ‘ accumulation of stock’ before he 
went to France, but he had probably not yet fully appreciated the 
extent to which the attainment of what he had called in the Lectures 
the ‘ natural balance of industry ** was dependent upon the action of 
capitalists who, desiring to maximise their rate of accumulation, 
constantly directed their capitals into those avenues where it was 
expected that they would yield the highest rate of profit. His 
discussions with Turgot in Paris in 1766 may have assisted him to 
develop his own views on this point. But he must have been struck 
at least as much by the limitations of Physiocratic thought as by its 
positive features. Was it in fact true, as most of the Physiocrats were 
then maintaining, that there was no ‘disposable’ element in the 
rewards normally received by the master manufacturer, the capitalist 
farmer and the merchant? Certainly, in Britain at any rate, a 
substantial portion of these rewards did appear to be ‘ disposable’ in 


43 Scott, op. cit., pp. 53-4. aed 

44 ere POL cas on the Formation and the Distribution of Riches, 
English ed., 1898, pp. 62-3. Turgot proceeds to emphasise that ‘it is this 
advance and this continual return of capitals which constitute . . . that useful 
and fruitful circulation which gives life to all the labours of the society, which 
maintains movement and life in the body politic ’. 

45 Lectures, p. 180. 
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the Physiocratic sense. This seemed evident from the fact that the 
classes mentioned appeared to be already accumulating capital at a 
far greater rate than would be possible according to the Physiocratic 
‘ privations’ theory. The Physiocrats’ attitude on this point, which 
must have seemed to Smith quite arbitrary and dogmatic, may well 
have assisted substantially in persuading him of the importance of the 
phenomenon they sought to deny, and may possibly have led him 
further along the path towards the classification of the rewards of the 
manufacturer, the farmer and the merchant as different species of the 
same genus. 


IV 


The danger of any enquiry such as the present is that so many 
factors will be found to have influenced the formation of the new 
doctrine which is being examined that no room seems to be left for 
genius. Research of this character is sometimes apt to leave the 
investigator somewhat disenchanted: he begins to marvel, not at the 
genius of the first begetter of the doctrine, but at the stupidity of all 
the other thinkers of the time who failed to beget it. 

But the important point is surely that whereas to discern what is 
typical may require only acuteness of observation, to discern what is 
becoming typical often requires the addition of genius. Smith was 
no doubt greatly influenced by what was happening in Glasgow during 
his residence there, but the basic social pattern which he finally 
adopted was rather more than a simple generalisation of these 
phenomena. What he saw, with remarkable clarity, was that the 
further extension of those capitalist methods of production which had 
produced such spectacular results in and around Glasgow could 
transform and was in fact transforming the whole of Western society. 
What he saw, too, was that this rise of the capitalist form of organisa- 
tion to the status of a norm could produce and was in fact producing 
such a bountiful crop of new economic regularities that it had become 
possible to work out a science of political economy, analogous to the 
physical sciences. Smith’s thought, as J. M. Clark has pointed out, 
was ‘ progressive’ in the sense that it emphasised ‘ those forces which 
are now in existence but to which prevailing institutions give 
inadequate outlet and recognition in proportion to their present 
importance and force’. Such a theory ‘ must emphasise the things the 
age does not yet see, not those on which its institutions are consciously 
founded ’.*® The basic social pattern which Smith put forward in the 


46 J. M. Clark, ‘Adam Smith and the Currents of History’, in Ad ; 
1776-1926, pp. 55 and 57. y am Smith, 
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Wealth of Nations was of this type, and we need have no fears that 
a thinker who could so accurately summarise ‘ the manifest destiny of 
the time’, at a period when it was by no means immediately manifest, 
will suffer a loss in stature merely through an analysis of the con- 
temporary phenomena upon which his genius fed. 


RONALD L. MEEK 
Glasgow 


THE NOTE-ISSUE IN MODERN SCOTTISH BANKING’ 


BRITISH banking, despite its pioneer rdle in the centralisation of 
note-issue, still retains two regional groups of banks possessing the 
right to issue their own banknotes—the seven joint-stock banks of 
Scotland and six banks operating in Northern Ireland.” The note-issues 
of these banks are relics of the banking legislation of 1844-45, and 
although they form only a small part of the total amount of 
currency circulating in Britain, they have a more considerable rdéle 
in their native countries. Today the total of Scottish banknotes in 
circulation is about £90 m. This represents some 6 per cent. of the 
currency in the hands of the British public; but it forms at least half 
of the currency in circulation in Scotland and accounts for about 10 per 
cent. of the note and deposit liabilities of the Scottish banks. 

The effects of the private banknote-issues are broadly divisible 
into two. They have a banking effect in that they influence the 
structure and quantity of the assets and liabilities of the banks 
concerned; and they have a monetary effect in that they produce a 
small addition to the quantity of means of payment within the country 
as a whole. The purpose of this paper is to examine a particular 
effect of note-issues on the assets of Scottish banks: that arising from 
the form of the statutory regulations governing the issues. The scope 
of the paper is restricted to Scottish banking, although what is said 
about the regulation of the issues, and probably much of the analysis 
of their effects, applies also to Northern Irish banking. There are four 
sections: the first contains an account of the statutory provisions 
governing the issues; the second is concerned with the relationship 
between the reserve function and the cover function of Scottish banks’ 
cash holdings; in the third the determination of the amount of these 
cash holdings is examined; and in the final section there is a statement 
of conclusions. 


1 In writing this paper I have been helped by criticisms of earlier drafts by 
Professor A. K. Cairncross, Mr. A. D. Campbell and Mr. D. J. Robertson. 
I am also indebted to certain members of the banking profession in Scotland 
who very kindly discussed points with me or gave me comments on an earlier 
draft. I have tried to make clear, either in the text or in footnotes, the points 
raised by them and any views they expressed. Responsibility for the conclusions 
reached, as well as for the shortcomings that remain, is entirely my own. 

2 Only three of the banks issuing notes in Northern Ireland are domiciled 
there. The other three have their head offices, and conduct the larger part of 
their business, elsewhere. 

There is one other bank in the British Isles, the Isle of Man Bank, which 
has the right to issue notes. 
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THE STATUTORY POSITION 


The present, powers of the Scottish banks to issue their own notes 
derive from two statutes—the Bank Notes (Scotland) Act of 1845° 
and the Currency and Bank Notes Act of 1928*. The Act of 1928, 
however, merely gave permanence to a situation that had come about 
under the Currency and Bank Notes Act of 1914.5 


The Bank Notes (Scotland) Act, with the companion Act for 
Ireland, was the outcome of the same movement for the reform and 
control of banking and the currency that produced the Bank Charter 
Act of the previous year.* It was intended to apply to Scotland a 
suitably modified form of the principles that informed the 1844 Act: 
modified, that is, in a way that at least recognised the distinct history 
(and perhaps the greater stability) of Scottish banking, and the different 
monetary habits of the Scottish public.’ The Act aimed to give effect 
to the principle that the quantity of means of payment should 
“fluctuate precisely as if the currency were entirely metallic ’,* at the 
same time leaving the Scottish joint-stock banks with a right of issue 
that was not subject to the progressive encroachment of the Bank of 
England’s monopoly. The right to issue banknotes was reserved to 
those banks which had notes in circulation in Scotland on Ist May 
1845, and it was not conditional (as, in effect, was the right of the 
English banks of issue) on the continued independent existence of the 
banks. When two Scottish banks amalgamate, the resulting bank 
inherits the combined note-issuing rights of both. 


Under the Act, each bank was allowed a fiduciary issue equal to 
its average circulation over the year ending on Ist May 1845; notes 
in excess of this might be issued, provided that an amount of specie 


38 & 9 Vict., c. 38. 

418 & 19 Geo. 5, c. 13. 

54 & 5 Geo. 5, c. 14. : ; 

6 The Bankers (Ireland) Act, 1845 (8 & 9 Vict., c. 37) was wider than 
the Scottish Act in that it contained provisions relating to the privileges and 
the holdings of Government debt of the Bank of Ireland. The Bank Charter 
Act was 7 & 8 Vict., c. 32. 

7 The preference of Scots for the pound note over the sovereign weighed 
in the counsels of the time. In the debate on the 1845 Act, Peel recognised 
that, for Scotland, the issue of £1 notes was of ‘ exceeding interest’ and 
hastened to disclaim any intention of tampering with it. (See Parl. Debates, 
3rd Series, Vol. 79, p. 1332.) In England the issue of notes under £5 was, 


f course, prohibited. ; 
¥ °e Mr. Goulburn. Chancellor of the Exchequer in Peel’s Government. See 


Parl. Debates, 3rd Series, Vol. 75, p. 810. 
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equal to the excess was held at the principal office of the bank.” A 
weekly Return was to be made to the Commissioner of Stamps and 
Taxes giving the state of the note-circulation and the amount of gold 
and silver coin held at all offices of the bank, both at the close of 
the week’s business. For the purpose of reckoning the statutory cover 
for excess note-issues, note-circulations and holdings of coin at the 
principal office were to be averaged over periods of four weeks. 
Finally, a statement showing the average note-circulations, and the 
average holdings of coin at all bank offices, over each four-weekly 
period, was to be published.’° 

These provisions differed in an important respect from those 
applying, under the Bank Charter Act of 1844, to the Bank of England. 
They entailed no separation between the issue of notes and the 
ordinary business of banking. One of the consequences of this was 
that coin held as cover for excess note-issues was not specifically 
earmarked for that function, and was available to serve as a reserve 
against general liabilities." It is with the significance of this fact for 
Scottish banks’ practice that this paper is concerned. 

The first important changes in the position established by the 1845 
Act were introduced by the emergency currency legislation that 
followed the outbreak of war in 1914.** One of the main consequences 
of that legislation was the appearance of the Currency Note issued by 
the Treasury, in denominations of £1 and 10/-. At first these were 
issued to relieve the liquidity crisis immediately following the outbreak 
of war, but later they replaced gold as a circulating medium and served 
as an important agent of the inflationary finance of war expenditure. 
By the Currency and Banknotes Act of 1914, the Scottish and Irish 
banks of issue—as well as the Bank of England—were permitted, on 
the authority of the Treasury, to issue notes in excess of any limits 


°8 & 9 Vict., c. 38, 1. The fiduciary part of a bank’s circulation is 
termed: the circulation ‘ authorised by certificate’. The term ‘ excess issue’ is 
used for that part of a bank’s note-issue which exceeds the authorised 
circulation. The 1845 Act allowed the banks to include silver coin in the 
cover for excess issue to an amount not exceeding one-quarter of the gold 
coin so held. 

108 & 9 Vict., c. 38, VIL and IX. The Bank Returns of note-issuing banks 
are published in the London, Edinburgh and Belfast Gazettes. Notes 
outstanding and holdings of coin are shown for each bank individually; the 
totals of notes are broken down into £1 notes and others, and the silver coin 
held is shown as a separate total. 

'l Tt should be emphasised that in the event of the failure of a bank the 
holders of the bank’s notes have no specific claim on the legal tender held as 
note-cover. In the case of the three oldest banks (Bank of Scotland, Royal 
Bank of Scotland, British Linen Bank) the limitation of shareholders’ liability 
extends to banknotes. In the case of the other banks, liability in respect of 
banknotes is unlimited. 

' Currency and Bank Notes Act, 1914 (4 & 5 Geo. 5, c. 14) and Currency 
and Bank Notes (Amendment) Act (4 & 5 Geo. 5, c. 72). 
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fixed by law.’ Apparently, the minute empowering them to do this 
required that excess issues not covered by holdings of specie should 
be covered by Currency Notes; and in fact, under the Act, the banks 
were empowered to pay their own notes in Currency Notes ‘ if thought 
fit’.'* Further, by the Amending Act, Currency Notes could be 
deposited and held at the Bank of England, the depositor banks 
holding certificates instead.'® 

With the expansion of the money supply after 1914 the Scottish 
banks would normally have come into possession of quantities of 
Currency Notes which would be deposited in this way.’*® However, 
their holdings of certificates grew from another cause. Between 1914 
and 1920, gold held by the Scottish banks was transferred to the Bank 
of England as part of the measures to strengthen the central reserve 
and to mobilise gold supplies; in its place, Currency Notes, presumably 
in certificate form, were received.1” 

The Currency and Banknotes Act of 1928, in its provisions 
applying to the Scots and Northern Irish banks, reformulated the 
cover requirements for their note-issues to take account of the with- 
drawal of gold from circulation and the establishment of the £1 and 
10/- notes as a permanent and integral part of the note-issue of the 
Bank of England.'* The Act stated that for the purposes of cover 
“banknotes [i.e. Bank of England notes] held by that bank [i.e. 
Scottish or Northern Irish bank] or by the Bank [i.e. Bank of England] 
on account of that bank, shall be treated as gold coin held by that 
bank ’.’° The number of approved offices in Scotland at which cover 
might be held was increased to two per bank, and no change was 
made in the permitted use of silver coins for this purpose.*° 

ESTA SCeY GEO iC L450. 

14Qn the use of Currency Notes as cover for excess issue, see, e.g., 
Scottish Bank Return for four weeks ended 2nd January 1915 (London 
Gazette, 1915, p. 504). A footnote to the Return states that totals of coin 
held included Currency Notes which by Treasury Minutes made under the 
Act 4 & 5 Geo. 5, c. 14 were to be treated as coin. Payment of Scottish and 


Irish banknotes in Currency Notes was authorised under para. 4 of the 
same Act. 

Wis delaras SC GEO ES Che IPAs 

16 Immediately after the passing of the Currency & Banknotes Act. 1914, 
Scottish and Irish banks borrowed Currency Notes, but these were repaid very 

uickly. 
wt See Statistical Abstract of the United Kingdom, 79th No., Cmd. 5144. 
p. 231, footnote (c) to Table 154. According to this, the gold transferred was 
replaced by Bank of England notes or Currency Notes. 

18 Jt might be noted in passing that under the Bankers (Northern Ireland) 
Act, 18 & 19 Geo. 5, c. 15, the fiduciary issues of the Northern Irish banks 
were reduced and reapportioned. This was made necessary by the Trish 
Currency Act of 1927, which introduced a separate currency into the Irish 


Free State (as it was then). ; 
yo 18 & 19 Geo. 5, c. 13, 9(1). The insertions in brackets are by the present 


writer. 
20 Tbid, 9(2). 
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In these provisions, as in others, the 1928 Act served to give a 
permanent form and sanction to a situation that had grown up since 
1914 under emergency legislation. Apart from permitting the use of 
Bank of England notes as cover for Scottish and Northern Irish 
note-issues in place of gold, the Act made permanent the provision 
that such notes might be ‘ deposited’ with the Bank, and this requires 
a word of explanation. It does not mean, for instance, that the banks 
concerned can, simply count as cover all balances held with the Bank 
of England. The notes ‘deposited’ are, literally, notes, mainly in 
denominations of over £1,000; they are held within the Bank, the 
depositor bank holding certificates, presumably at its London office; 
and they form part of the total note-circulation of the Bank of 
England.”’ 

The original purpose of this provision seems to have been a simple 
one of convenience: it obviates the unnecessary movement of notes 
from London to Scotland, especially when they are merely required to 
cover seasonal peaks of note-circulation. But the Scottish banks have 
come to hold what is probably a large proportion of their necessary 
cover in this form, and it may be that this provision has assumed 
rather more significance than that of mere convenience.?? 

A minor temporary change in the regulations governing cover was 
made during the last war. Banks of issue were permitted to hold the 
Bank of England notes and coin, serving as cover, at any of their 
offices.** This was allowed on grounds of security: it permitted 
dispersal of stocks of English notes and coin at a time when there was 
danger of destruction and uncertainty of supply. In normal times this 
privilege would make only a small difference to the amount of legal 
tender available for service as note-cover.?* In normal times, also, 
Scottish banknotes are not legal tender, but they were given this 
status, in Scotland, during both World Wars. 


“1A breakdown of the Bank of England’s note-issue by denominations is 
given in the Annual Report of the Bank. This shows separately notes over 
£1,000 held ‘ for internal purposes, e.g. to represent transfers made by Scottish 
and Northern Irish banks of issue as cover for their excess note-issues’. See 
Report for the year ended 28th February 1953, Cmd. 8911, p. 3. 

22 No precise figures of the amounts so held are available, but some idea 
of them may perhaps be gained from the amounts of notes of denominations 
over £1,000 held within the Bank of England. On 28th February 1953 these 
amounted to £80°8 m. This is equivalent to 86 per cent. of the total of 
Scottish and Northern Irish issues at that time, and although such notes may 
ae fe for other purposes, presumably the cover function accounts for most 
of them. 

On the possibility that the holding of cover in this form may have had 
effects beyond those of convenience, see below, p. 170. 

*3 Defence (Finance) Regulation, 1939, 74 (S.R. & O. 1940, No. 1442). 
This privilege was revoked as from 9th May 1945. 

24 See below, p. 164. 
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Today the position is that, in effect, a Scottish bank can issue its 
own notes, provided it holds an equal amount of Bank of England 
notes at either of two offices in Scotland or at the Bank of England. 
The fiduciary issues have remained unaltered in size since 1845, and 
as they now account for only about 3 per cent. of the total in circula- 
tion, they are more or less negligible. 

This position raises a problem of the relationship between the use 
of legal tender as cover for note-issues and its use as a reserve against 
liabilities in general. The problem can be resolved into two main 
questions. First, is there evidence of the same fund of resources 
serving the dual purpose of note-cover and cash reserve,”* and if so, 
how, and to what extent is such duality of function possible? Secondly, 
how, in fact, are the cash holdings of the Scottish banks determined? 


II 
THE DUAL FUNCTION OF CASH HOLDINGS 


It has already been stated that the legal tender held by the 
Scottish banks as cover for note-issues is not restricted to that office 
and can stand as a reserve against general banking liabilities. The 
task here is to see, first, whether such duality of function can be 
presumed to exist, and secondly to what extent it is possible within 
the limits of the statutory regulations. 

To answer the first of these questions we must look at the facts. 
There are two sources of information on the assets and liabilities of 
the Scottish banks, neither of them very satisfactory. The first is the 
published balance sheets of the banks: these appear annually, and 
each bank closes its financial year on a different day during a period 
extending from September to April. Annual totals of deposits and of 
the various groups of assets can be obtained only by aggregating 
figures drawn from these balance sheets. Such totals have to be treated 
with reserve, and the safest procedure is to consider them over periods 
of years. Another limited source is the four-weekly Return of the 
note-circulation. This gives the average of each bank’s note-circulation 
on the previous four Saturdays, and a similar average of the Bank of 
England notes and coin held at all offices and at the Bank of 


25 Jn this paper the term ‘cash’ means liquid, non-earning assets. In the 
case of the Scottish banks it excludes holdings of the unissued notes of the 
banks themselves, or the notes of other Scottish banks held by a given bank, 
but it includes balances held with correspondent English banks. The reasons 
for this inclusion are given below (p. 161 and footnote). It should be made 
clear that, by a long-standing tradition. the Scottish banks do not re-issue 
one another’s notes. Scottish banknotes are cleared between the banks like 


cheques. 
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England.?* These figures can be averaged over calendar years and are 

to this extent more certain than those drawn from balance sheets. 
TABLE I 


CASH RESERVES AND COVER NEEDS OF THE SCOTTISH BANKS?* 


1 z 3 7 4 5) 6 
ggregate 
Cash as a Cover Needs 
Year P Ageregate Aesteeete ee Percentage | as a Percentage 
Deposits Cash Lenten) of Deposits of Cash 

£m. £m. £m. % % 
1950 686-2 79°6 60°8 11-6 764 | 
1951 748-2 94:9 73°5 127 TITIES) 
1952 761-1 102-4 82:3 13:5 80:3 


aAll banks, except for 1950. The British Linen Bank’s figures are excluded 
from all totals in that year as money-at-call was included in cash in the 
annual balance sheet. 

b Deposits, cash and excess note-issues are totalled from balance sheets 
appearing in a cycle from September of the year indicated to April of 
the following year. 

¢Cash comprises coin, Bank of England notes, and balances with the 
Bank of England, for all banks. In the case of two banks, balances | 
with other banks are included in the cash total. In the case of four 
other banks, notes of other U.K. banks are included in cash. 


In Table data from three recent cycles of annual balance sheets 
are given, to siiow the relationship between cash holdings and cover 
requirements. But, first, the reliability of these figures can be checked, 
and some further light shed by a comparison with the information 
given in the four-weekly Returns. Thus if we compare the average 
(total) note-circulations of each of the three calendar years 1950, 1951 
and 1952 with the totals derived from the corresponding balance sheet 
cycles, in no case is the difference greater than £4 m. The most 
interesting comparison, however, is that of the cash ratio calculated 
from balance sheet figures with the currency ratio, calculated as the 
ratio to aggregate deposits of Bank of England notes and coin, as 
shown on the four-weekly Return. Using calendar year averages of 
the currency holdings of all banks, and deposit totals from the 
corresponding balance sheet cycles, the currency ratios in the years 
1950-52 are 9-7, 10-4 and 11-2 per cent.—in each case about 2 per cent. 
less than the cash ratios. 


26 The total of legal tender shown on the Return is not equal to the 
amount of cover available. It exceeds this by the amount of legal tender held 
in branch offices. 
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Apart from the time discrepancy, the difference between these 
ratios is explained by the presence of items other than currency in 
the cash totals on balance sheets. These are: balances with the Bank 
of England; in the case of some banks, balances with correspondent 
banks; and, again in some cases, notes of other Scottish banks. Notes 
of other Scottish banks should not be considered as forming part of 
the cash reserves of the Scottish banking system as a whole. However, 
their partial inclusion is counterbalanced by the fact that most banks 
exclude from their cash totals balances with correspondent banks. In 
the handling of English banking figures such an exclusion is made in 
calculating cash ratios, but in the case of the Scottish banks, consider- 
ing that they operate as a fairly distinct sub-system within the wider 
British banking system, there are good grounds for including balances 
with London bankers in the total of cash reserves.*’” There is, of 
course, ample scope for a Scottish bank to window-dress its cash 
position for the annual balance sheet, but the small degree of difference 
between the currency ratio (which cannot be window-dressed) and the 
cash ratio seems to show that little of this takes place. 

Returning now to Table I, it can be seen that of the total cash 
holdings of the banks in the years 1950-52 more than three-quarters 
was required as cover for note-issues. If this cover were subtracted— 
for instance, if it was not available to form part of general cash 
reserves—it would leave a cash reserve of not more than 3 per cent.”* 
Such a low ratio of cash to deposits would be considered inadequate 


27 There is a good practical reason for including these balances in cash 
reserves: they are held principally for use in settlements with English banks. 
The Scottish banks are not members of the London Clearing House, and 
settlements with Clearing bankers are handled through correspondents (in four 
cases, parent or subsidiary banks), by the use of these balances. Balances with 
the Bank of England are used in settlements arising out of the Scottish clearing. 

With one exception, the balances with correspondents of those banks 
which show them separately on their balance sheets do not exceed 1 per cent. 
of deposits. The exception—the Clydesdale and North of Scotland Bank—is 
discussed below (footnote (28) ). 

28 This is an average figure and comments are required on two individual 
cases. In the case of the Royal Bank of Scotland, the difference between the 
ratios (to deposits) of cash and excess issues average around 6 per cent. in 
the years 1950-52. The note circulation of the Royal Bank is low in relation 
to its deposit liabilities. A possible explanation of this is suggested below 
(footnote (45), p. 171). =. ie 

Secondly, the Clydesdale and North of Scotland Bank, in its balance 
sheets, shows very large balances in account with its parent bank (the Midland) 
and fellow subsidiaries. These amount to about 9 or 10 per cent. of deposits. 
A part of these balances may be accounted for by cheques in transit, and a 
further part by balances held abroad. But after due allowance for these has 
been made, the balances still seem to be rather large and well above the 
average for Scottish banks. It is probable that they are in the nature of 
short-money loans: the Clydesdale’s holdings of short-term assets have 
generally been lower than the average for Scottish banks. In this paper these 
balances have not been included in ‘cash’ for the purpose of calculating 


reserve ratios. 
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for the needs of a modern banking system, and this gives empirical 
grounds for presuming that the legal tender held by the Scottish 
banks as cover for note-issues can and does serve a reserve function. 
The modern Scottish banker recognises that this duality of function 
exists, but there has been no discussion of how, and to what extent, 
it is possible.”° 

In principle one would expect that it would be possible. A banker’s 
cash reserve is held as a safeguard against differences in the flow of 
cash into and out of the bank. Over time, taking one period with 
another, it remains intact within the bank. It would appear that such 
a reserve could quite safely serve as legal cover for the bank’s own 
note-circulation, especially as this cover need only be sufficient on the 
average of periods of four weeks. But the law requires that note-cover 
shall be held in the form of Bank of England notes or, to a limited 
extent, coin; and that it shall be located at one of two offices per 
bank, in Scotland, or at the Bank of England. On the face of it, these 
restrictions seem to interfere with the power to make the same fund 
of cash serve both a cover and a reserve purpose. In fact they are 
not so restrictive as they appear, but the reasons for this raise a further, 
more general question as to the appropriate level of cash reserves in 
Scottish banking, and the sense in which note-cover can be said to 
fulfil a reserve function. 

The requirement that cover shall be held in the form of currency 
rules out, for cover purposes, that part of the normal cash reserves 
of a British bank which is held as free balances with the Central 
Bank, or with metropolitan banking correspondents, but we have seen 
that, in fact, the Scottish banks hold only very small amounts of such 
balances: in most cases they are equal to about 2 per cent. of 
deposits.*° This compares with a ratio of 5 per cent.—more than half 
of total cash reserves—in the case of the English banks. Now, it may 
be said that the difference between the two cases is more apparent 
than real: that the balances held with the Bank of England by the 
English banks exceed their day-to-day needs, while a considerable 
part of the currency held as note-cover by the Scottish banks is 
actually ‘ deposited ’ at the Bank. In effect, one might say, the Scottish 


2° Cf. W. Graham, The One-Pound Note (Thin, Edinburgh. 1911), 2nd ed. 
pp. 278-280; J. O. Leslie, The Note-Exchange and Clearing House Systems 
(Institute of Bankers in Scotland, 1950), pp. 15-16; F. S. Taylor, ‘ Differences 
in Scottish and English Banking—I’, in The Banker, December 1950. 

The nineteenth century Scottish banker tended to maintain that the cash 
held as note-cover was required solely for that purpose, but under questioning 
he could be brought to admit that, in the absence of note-issue, he would not 
necessarily hold any less gold. See Select Committee on Banks of Issue, 
1875, Minutes of Evidence, Q. 1516-1532, 3780-3782. 

30 See above, p. 160. 
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banks are using balances with the Bank, in excess of working needs, 
as note-cover, and the legal requirement is restrictive only to a minor 
degree. 

But the position is not quite as clear-cut as this. It can be urged*! 
on three practical grounds that the needs of the Scottish banks for 
centrally held balances are relatively small. First, the Scottish banks 
do not have the heavy volume of ‘ town’ clearings experienced by the 
English banks. Secondly, they have greater advance knowledge of 
calls on central balances than the English banks because the Scottish 
clearing takes place only twice weekly, and settlement is delayed for 
four days. Thirdly, perhaps as a consequence of these two facts, the 
banks can and do make considerable use of variations in call-money, 
to meet varying cash requirements in London. These practices and 
conditions are bound up with the position of the Scottish banks as a 
regional group whose business is almost wholly ‘ provincial’ in 
character, and whose operations in the central financial markets are 
of marginal significance. They can probably be regarded as causing 
the needs of the Scottish banks for working balances in London to be 
smaller than those of the English banks, and they provide practical 
reasons why the requirement that note-cover shall be held in legal 
tender form is not very restrictive. A wider question, concerning the 
appropriate scale of cash reserves in Scottish banking, is raised here, 
but it must be deferred until the restriction on the location of cover 
has been discussed. 

The English notes and the coin held as cover in Scotland must be 
deposited at one or other of the two approved offices of the bank 
concerned. This appears to remove out of the category of available 
cover all legal tender held in branch tills. Such till-money accounts 
for about 40 per cent. of English banks’ cash reserves, and this 
limitation would seem seriously to detract from the power of the 
Scottish banks to issue notes against the legal tender that they might 
be expected to hold in any event. But this provision actually has very 
little restrictive effect. The Scottish banks can supply their branches 
with till-money in the form of their own unissued notes. Under the 
1845 Act Scottish banknotes require no cover until they cross the bank’s 
counter; as till-money is a fund which, over time, remains within the 
bank, it can be held in unissued notes to any extent without creating 
a cover obligation. The legal tender which the Scottish banks would 
conceivably require in branch tills can be concentrated in the approved 
offices, thus maximising the available cover. The banks must hold 
some Bank of England notes in their branch offices to meet specific 


31 My attention was drawn to these practical points affecting the need to 
hold free balances in London, by a Scottish banker. 
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demands for them, but the amount involved is not large.*? In 1952, 
out of an average total holding of Bank of England notes and coin 
of £85-3 m., not more than £6°8 m. (or rather less than 1 per cent. of 
total deposits) could have been held in branch offices.** 

The use of unissued notes as till-money gives added point to the 
question briefly raised at the close of the preceding discussion: what 
is an appropriate level of cash reserves in Scottish banking? In 
English banking, the practical needs to keep stocks of legal tender in 
tills, and of balances with the Bank of England, have played a part 
in determining the form and the scale of cash reserves. Are the 
Scottish banks with smaller practical needs for central balances and 
till-money to be regarded as needing smaller cash reserves than the 
English banks? In fact, do the funds held as cover for note-issues 
serve any reserve purpose at all since working needs for cash are met 
largely outside them? The answer must be that they do serve such 
a purpose, and the reasons lie in the fact that banking reserves are not 
linked at all closely with working needs. In English banking, for 
instance, the scale of total cash reserves has resulted as much from 
motives of general precaution as from practical needs, and in fact it 
is probably well in excess of such needs. There is no objective 
standard by which an appropriate level of cash reserves can be deter- 
mined, but it seems safe to assume that a reserve of roughly the same 
order (relative to deposits) as in English banking is necessary to the 
Scottish banks.** The smallness of the practical needs for cash of 
the Scottish banks does not reduce their general needs for cash 
reserves, although it does facilitate the devoting of the major part of 


32 The demand for Bank of England notes as such, its source and its effects 
on the circulation of Scottish banknotes, are discussed below, pp. 170-2. 

33 The figure of £6°8 m. is obtained by subtracting the average annual total 
of excess note-issues from the average annual total of Bank of England notes 
and coin held. Legal tender equal in amount to the excess issues must have 
been held either at the Bank of England or at the approved offices in 
Scotland, and the remainder represents the maximum (average) amount of 
legal tender that the banks could hold in their branches. This total is small 
even in relation to the probable amount of coin and English notes in the 
Scottish circulation. (It appears later that these account for one-third to 
one-half of that circulation: see below, pp. 170-1). 

This points to greater economy by the banks in holding such media 
in their tills. However, all but one of the approved offices of the banks are 
in Glasgow and Edinburgh: this means that a large number of branches. 
handling an even larger proportion of bank business, are within easy supplying 
distances of the offices where cover can be held. 

34 It may be remarked that the ratio to deposits of all liquid assets—cash. 
bills and money-at-call—has traditionally been much lower in Scottish than 
in English banking. This has been due mainly to a small bill-holding. Pre-war, 
the liquidity ratio of Scottish banks was in the region of 20 per cent.; in the 
post-war period it seems to have been rather higher than this (even excluding 
T.D.R.s); and in the most recent years it has shown a tendency to rise. In 


the 1951 and 1952 balance-sheet cycles the liquidity ratios were 25 per cent. 
and 29 per cent. 


THE NOTE-ISSUE IN SCOTTISH BANKING 165 


TABLE II 


CASH RATIOS AND CURRENCY RATIOS OF SCOTTISH BANKS AND 
RATIOS OF CURRENCY IN CIRCULATION TO BANK DEPOSITS 


1 P. 3 4 
Scots Banknotes UK. Currency 
Cash as a Currency as a in Circulation Circulation as a 
Year Percentage of Percentage of as a Percentage Percentage of the 
Deposits? Deposits® OL Gcots Banke: lore of Scots aud 
Deposits! Clearing Banks 
Deposits® 
% % % % 
1936 9-8b 7-0 70 15°6 
1937 9-8b 70 70 16°8 
1938 10-2b 7p) 72 17:1 
1939 10-9b 76 1S) 17°8 
1940 10-86 8-0 79 18-3 
1941 11:3 76 8-1 18-0 
1942 ei 9-2 9-7 20°6 
1943 13-6 10-4 10-8 22°4 
1944 14-0 10-9 eT; 23-5 
1945 13-Se 11-1 11:0 23-9 
1946 | 12-8¢ 10-7 10-3 2333 
1947 11-9 10-6 10-2 21-4 
1948 —d 9-1 88 18-6 
1949 —d 9-6 9-2 18-6 
1950 11-6b 9-7 9-2 18-6 
|} 11951 12:7 10-4 99 18°8 
1952 13-5 11-2 10-7 20-2 
/aCash and deposits are aggregated from balance sheet cycles as defined 
in Table I, footnote b. The composition of cash is as defined in Table I, 
| footnote c. 
| b Excludes the British Linen Bank. 
| c Excludes the British Linen Bank and the Bank of Scotland. 

d Not calculated. Altogether, in these years, four banks included either 
| transit items or money-at-call in their cash. 

e The currency totals are the average holdings of Bank of England notes 
| and coin over calendar years as shown on the Scottish Bank Return. 
| Deposits are totalled from balance sheets as already described. 

fThe Scottish banknote-circulations are the averages of calendar years. 

Deposits are totalled from balance sheets as before. 

g The totals of U.K. currency circulation are the average amounts of 
currency in circulation with the public over calendar years. The totals 
of Clearing banks’ deposits are also calendar year averages. Scottish 
banks’ deposits are calculated as before. The percentages in this column 


are calculated from rounded totals and three of them—for 1936, 1938 
and 1941—are subject to an error of +0°1. 
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such reserves to the cover function. We must now turn to the problem 
of how the cash holdings of the Scottish banks are determined. 


Il 
THE DETERMINATION OF CASH HOLDINGS 


Today, the Scottish banks in the aggregate show a cash ratio of 
about 13 per cent. How is this determined? Do the banks decide 
what cash reserves they should hold on the grounds of banking 
liquidity and then proceed to issue their own notes to the extent of the 
cover provided by the given reserves? The evidence points in another 
direction, to the fact that the Scottish banks do not attempt to control 
their note-circulations, and allow their cash holdings to be determined 
for the most part by the extent of those circulations. The evidence for 
this is particularly strong in the period extending from 1939 to the 
present time. This period contained marked variations in the size of 
the currency circulation relative to the quantity of bank deposit 
money. The movements were assocated, first, with war-time conditions 
of money-holding by the public, and later, in the post-war period, 
with the high level of employment and some redistribution of income 
in favour of wage-earners. 

The data are assembled in Table II. The annual average ratio of 
currency in circulation to total bank deposits, for the country as a 
whole, is given in column 6 of the table. During the war this ratio 
rose markedly to reach a peak in 1944-45; thereafter it declined, but 
it has remained rather higher than in the immediate pre-war years. 
There were similar movements, at a lower level, in the Scottish 
banknote circulation, shown in column 4; and it can be seen, in 
columns | and 2, that there were accompanying movements in the 
cash and the currency ratios of the Scottish banks, the correlation 
being quite close. 

In Table III the changes in cash ratios and in the ratios of note- 
circulations to deposits, between two pairs of years, 1937-38 and 
1944-45, are given for each bank individually. It can be seen that 
the closeness of movement in note-circulations and cash ratios is 
observable in the individual data of the banks. 

A correlation between movements in note-circulations and cash 
ratios does not establish the direction of causation. There may have 
been reasons unconnected with note-issue which have caused Scottish 
banks to show higher cash ratios on their balance sheets during and 
since the war. These higher reserves would then have been a per- 
missive cause of the expansion, relative to deposits, of the Scottish 
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TABLE III 


SCOTTISH BANKS: CHANGES IN CASH RATIOS AND IN THE 
RATIOS OF NOTE-CiRCULATIONS TO DEPOSITS BETWEEN 1937-38 


AND 1944-45 
1 2 3 4 5 6 7 
; Note- Note- Change in 
Cash as a | Cash asa | Change 'n |Circulations |Circulations | Ratios of 
K Percentage | Percentage |©@Sh Ratios} asa Per- | asaPer- | Notes to 
Bank of Deposits. | of Deposits. between centage of | centage of | Deposits 
Average Average 1937-8 and Deposits. Deposits. between 
of 1937-8 of 1944.5° 1944-5 Average Average 1937-8 and 
of 1937-89 | of 1944-45¢ | 1944-5 
x 2 ; 0 9 9 
Royal Bank ‘ : e Fe : - 
of Scotland 11:3 15-4 +41 4-4 8:7 +43 
| Commercial 
Bank of 
Scotland 10-9 12:1 +1-2 8-3 11:0 +2:7 
National Bank 
of Scotland 9-4 15-2 +58 qb] 13-4 +5-7 
Clydesdale 
Bank 9:2 12°5 + 3:3 8-1 10-7 +2°6 
North of Scot- 
land Bank 79 125 +44 78 11:9 +41 
Bank of 
Scotland 9-2 14:7 +56 8-8 14-0 +5:2 
Union Bank 
of Scotland 8:3 11:3 +30 8-0 10:3 +2°3 
a The British Linen Bank is excluded owing to the inclusion of money- 
at-call with cash in pre-war balance sheets. The figures relate to periods 
before the amalgamation of the Clydesdale Bank and the North Bank. 
b Percentages are averages of two successive annual balance sheets, one 
appearing in the period September to April 1937-38, and one in the 
corresponding period 1938-39. 
cAverages of successive annual balance sheets, one appearing in the period 
September to April 1944-45, and one in the corresponding period 1945-46. 
dIn each case totals of note-circulations used are those appearing on 
annual balance sheets, i.e. they are the circulations of each bank on the 
day on which its balance is struck. Percentages are averages of two 
balance sheets as in b above. 


e Note-circulations are as defined in d above. Percentages are averages 
of two balance sheets as in c above. 
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note-circulations. It was said that during the war the banks needed 
to hold larger amounts of English notes in their branches to meet the 
needs of the Services,** but the English banks with similar obligations 
showed no rise in cash ratios, and, in any case, this hardly explains 
the higher level of Scottish banks’ cash ratios since the end of the 
war, compared with before it. It seems fairly clear that the direction 
of causation ran from note-circulations to cash holdings. The 
independent evidence of a general movement in the relative volume 
of the currency circulation of the whole country, and the fact— 
apparent from a comparison of columns 2 and 3 in Table IJ—that 
the movement in Scottish banks’ cash reserves has taken place largely 
in the currency component, reinforces the conclusion that cash reserves 
have been determined by note-circulations, and that these in turn 
have resulted from a passive response on the part of the banks to the 
currency requirements of the public.*® 

Before discussing whether, and in what ways, this conclusion should 
be qualified, something should perhaps be said on the behaviour of 
liquid assets other than cash. Changes in balance sheet definitions 
prevent the calculation of a clear series extending over the period 
covered in Table II. It seems, however, that the rise in cash ratios 
in the period 1940-43 was accompanied by a decline in the ratios of 
both bills and call-money. After 1944 there seems to have been a 
recovery, less marked in bills than in call-money. Whether there was 
any connection between these movements and those in cash holdings, 
whether, for instance, the banks tended to aim at some overall liquidity 
ratio, it is difficult to say. The relative fall in the traditional types 
of short-term assets might just as well have been the result of the 
appearance and rise of the Treasury Deposit Receipt. The Scottish 
banks held these, although not on anything like the same scale, relative 
to other assets, as the English banks. Finally, since 1950 rising 
note-issues and increasing cash ratios have been accompanied by 
higher ratios of bills and call-money.°’ 

It seems that above a certain low level of reserves the amount of 
cash held by Scottish banks is related, through the circulation of 


55 The Scottish Bankers’ Magazine, July 1945, Vol. XXXVII, No. 146, 
p. 50. This view may arise from a misconception of the purpose of the 
dispersal of holdings of Bank of England notes during the war. Between 1940 
and 1945 the restriction on the location of cover for note-issues was waived, 
the object being to minimise the risk of destruction: see above, p. 158. 

86 There was a similar fluctuation in note-issues and cash ratios between 
1914 and 1921, but the value of this as evidence of the thesis advanced here 
is diminished by the fact that the English banks showed a similar movement 
in their cash ratios. This latter movement has been explained in terms of the 
effects of war finance: see J. Sykes, The Present Position in English Joint- 
Stock Banking (Benn, 1926), p. 16. 

87 See footnote (34) above, p. 164. 
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Scottish notes, to the currency demands of the Scottish public. But 
the relationship cannot be a straightforward one, and the qualifications 
of it must be discussed. The first of these is suggested by the fact 
that the fiduciary issues are fixed in size: this means that when the 
total note-issues expand, the proportion of excess issues rises. As a 
consequence, during a period of monetary expansion, even though 
currency in circulation and bank deposits increase at the same rate, 
the cash ratios needed by the banks to provide cover for their note- 
issues arise. 
TABLE IV 


SCOTTISH BANKNOTE CIRCULATIONS, COVER-REQUIREMENTS, 
AND CASH RESERVES AS PERCENTAGES OF DEPOSITS 


1 2 3 4 
. | Total Note-Issues Excess Issues Cash asa 
Period as a Percentage as a Percentage Percentage of 
of Deposits # of Deposits b Deposits. © 
% % % 
1908-10 6°7 42 9-6d 
| 1936-38 | 72 6-4 9-74 
2 ee | SS Se eee 
1950-52 10-2 9:9 12-44 


| a Note-circulations and deposits are aggregates of figures shown on 

; annual balance sheets. The percentages are averages referring in each 

| case to three cycles of balance sheets, defined and dated as in Table I, 
footnote b. 

b Excess note-circulation (=cover requirement) is calculated by subtracting 
fiduciary issues from note-totals used in column 1. Percentages are 
averages of three balance sheet cycles. 

¢Cash is the aggregate of cash items on annual balance sheets. Per- 
centages are averaged in the same way as those in columns 2 and 3. 

d Excludes British Linen Bank. 


In Table IV figures of cash ratios and the ratios of note-issues to 
deposits, extending over such a period, are given. In 1910 the excess 
issues formed 62 per cent. of the total; in 1936, 88 per cent.; in 1952, 
97 per cent. The influence of this rising proportion was more 
significant between the first two periods in the table,** and yet between 


38]t was undoubtedly of most significance in the second half of the 
nineteenth century. Between 1845 and 1910 excess issues rose from zero to 
60 per cent. of total issues, and there does appear to have been a marked rise 
in cash ratios in that they were very low at the earlier date. In 1845 deposits 
were about £30 m. (The Economist, 26th April 1845, p. 381), while, 
according to a witness before the 1875 Committee, the Scottish banks held 
between £300,000 and £400,000 of gold in the period before 1844 (Q.1447). 
This gives a ratio of gold to deposits of 1 to 1:3 per cent. The total cash 
ratio would exceed this, but not by very much. 
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these two periods cash ratios appear scarcely to have changed. The 
explanation of this must lie in the fact that between these two groups 
of years there were appreciable changes in the definitions of the * cash ’ 
items on balance sheets. Altogether five banks reduced the scope of 
their ‘cash’ by excluding either transit items or balances with 
correspondent banks.** 


Between these first two periods, however, there was also a slight 
decline in the ratio of legal tender held in excess of cover needs, 
and the possibility of a decline in the ratio of balances with 
correspondents, and with the Bank of England, must be allowed for. 
The possibility that these non-cover elements of cash have declined 
relatively is stronger when comparing the last two periods. Here, 
changes in balance sheet definitions were almost absent. Cash ratios, 
whilst rising, failed to rise by the full extent of the increase in cover 
requirements. It is possible that the legislation of 1914 and 1928,*° 
by permitting the Scottish banks to hold cover as ‘ notes deposited ’ 
with the Bank of England, may have led to some slight relative 
reduction in the amounts held as free balances in London. 


Account must be taken of these two influences in explaining the 
present level of the Scottish banks’ cash holdings, but there is a more 
important qualifying factor to be considered when defining the 
relationship between the cash holdings of the banks and the currency 
needs of the public. It is apparent from Table II (columns 4 and 5) 
that the Scottish banks supply only a part of the currency needs of 
the Scottish public. The ratio of Scottish note-circulations to Scottish 
banks’ deposits is only about one-half of the ratio of currency in 
circulation with the U.K. public to deposits of U.K. banks. About 
one-third of the difference between the two ratios is accounted for by 
the coin and 10/- notes which form part of the U.K. currency total.‘ 
A further small part of the difference may arise from a slightly higher 
level of bank deposits per head in Scotland, compared with the U.K. 


_ 39 There was one offset to this in that one bank began including balances 
with correspondents in its cash between these periods. 

40 See above, pp. 156-8. 

*! Deducting estimated figures of coin and 10/- notes from the total of 
currency in circulation with the U.K. public, the resulting total was 16:5 
per cent. of U.K. deposits in 1952. The estimates of coin used are those 
given in the Monthly Digest of Statistics; the 10/- notes are estimated at 
6 per cent. of the total Bank of England note-issue, this being the percentage 
at the end of February, as given in the Annual Report of the Bank for the 
year ended 29th February 1952, Cmd. 8625. This estimate will overstate the 


amount of such notes in the hands of the public, since some are held by 
the banks. 
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as a whole,*? and also from the fact that the deposits held by Northern 
Irish banks have not been included in the U.K. totals used in calculat- 
ing the ratios in column 5 of the Table. 

The difference which remains can only be explained either on the 
grounds that the currency-using habits of the Scottish public differ 
markedly from those in the rest of the country, or by concluding that 
there is an appreciable number of Bank of England notes in use in 
Scotland. The latter explanation seems the more likely.** If it is so, 
it indicates that perhaps about a third of the Scottish need for bank- 
notes (10/- notes aside) is supplied by the use of Bank of England 
notes. The fact that in recent times more than half of the Scottish 
notes in circulation have been notes of £5 and above suggests that it 
is the £1 denomination of Bank of England notes which is most 
strongly represented in the Scottish circulation.** 

The existence of this volume of English notes in the Scottish 
circulation has to be reconciled with the hypothesis that the scale of 
Scottish note-issues is determined by a passive response on the part 
of the banks to the circulation needs of the public. From the move- 
ment of the two ratios of currency circulation to deposits in Table II 
it can be seen that, over a period when there was considerable 
monetary expansion and an appreciable variation in the relative 
importance of note-issues within Scottish banks’ liabilities, the pro- 
portion of English notes in circulation in Scotland appears to have 
been roughly constant. This points to the existence of some constant 
factor controlling the composition of the total note-circulation in 
Scotland. This factor is probably to be sought in the actual preferences 
of the public, and particularly in those of certain large institutions 
such as the Post Office, the Armed Services, and some industrial 
concerns.*® A consistent use of Bank of England notes in wage- and 

42 The figures of Scottish deposits are unreliable for a comparison of this 
kind. However, using them, we get the following results: over the period 
1950-52 Scottish banks’ deposits averaged 11:1 per cent. of the total of 
Scottish and English deposits. The population of Scotland averaged 10:2 
per cent. of the total population of England, Wales and Scotland. In 1936-38 
the difference was rather greater, Scotland having 12:5 per cent. of the 
deposits, and 10-5 per cent. of the population. The figures are probably to be 
taken as indicating a rather greater popularity of savings deposits, as assets, 
in Scotland. ape 

43 But Scottish currency-using habits have differed, at least qualitatively, 
in the past from those in England. There was a big difference between the 
two countries in the use of banknotes before 1914. 

44An explanation of this is suggested below, p. 172. : 

45 This is a point for which I am indebted to certain bankers who discussed 
the subject of note-issue with me. : ; , 

One may surmise that the explanation of the relatively low note-circulation 
of the Royal Bank of Scotland is to be sought along these lines. The Royal 
Bank has traditionally been the Government's banking agent in Scotland, 


and if it continues to handle a relatively large volume of Government business 
this may cause the circulation of its own notes to be low relative to deposits. 
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other payments on the part of such bodies would explain the constant 
proportion of these notes in the Scottish circulation. It may also help 
to explain the fact, already noticed, of the very high proportion of 
notes of £5 and above in the issues of the Scottish banks; institutions 
drawing notes to meet large wage-bills will have a relatively high 
demand for notes of the £1 denomination.*® 


IV 


CONCLUSIONS 


We can now summarise the argument by sketching the essential 
differences in Scottish, compared with English, practice in the holding 
of cash reserves. The cash reserves of both groups of banks are 
divisible into two parts, into a fund of currency and a fund of balances 
with the Central Bank, and, in the Scottish case, with London 
correspondents. In English banking, the amount of currency held is 
determined by the cash needs of the banks’ branches; it is their 
till-money. In Scottish banking, till-money needs have practically no 
influence either on the amount or on the composition of cash reserves. 
The amount of currency that they hold is determined almost entirely 
by the size of the Scottish banknote-circulations. These circulations 
are governed partly by the quantitative preference of the public to 
hold part of its monetary assets in the form of currency, partly by a 
qualitative preference to hold part of this currency in the form of 
Bank of England notes (and, of course, coin). The passive way in 
which the currency funds held for cover purposes are determined gives 
them a character of being virtually in circulation with the public. 
This in fact was the intention of the legislators of 1845; but meantime 
standards and practices with regard to banking reserves have altered, 
and the cover funds perform a definite reserve function in that, if they 
were taken away, the remaining reserves would be inadequate by 
modern banking standards. In the absence of note-issue the Scottish 
banks would probably not hold proportionately as much cash as they 
do now, but a significant part of the funds serving as cover would have 
to be retained. 

46 But this does not explain the big increase in the proportion of notes of 
£5 and above in the Scottish issues—from about 40 per cent. in 1938 to 
about 60 per cent. at the present time. In part this is due to the higher scale 
of prices and incomes. In part, again, it may reflect the relative rise in the 
prosperity of farmers with whom high denomination notes are popular. It 
is possible that there has been an increasing preference for Bank of England 
notes on the part of firms and institutions. If this were so, one would expect 
to find evidence of it in a decline in Scottish note-issues relative to bank 
deposits, and this has not happened. It is possible that two tendencies have 
offset one another, a relative rise in the amount of higher denomination notes 


in the circulation as a whole, tending to favour the Scottish banknote-issues, 
and a rise in the proportion of English £1 notes tending to reduce those issues. 
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Turning to the other part of cash reserves—balances with the Bank 
of England or with London correspondents—in the Scottish case these 
are proportionately smaller than in English banking and are probably 
much nearer to bare working needs than the corresponding balances 
held by the Clearing banks. It is the relatively small reserves of 
London balances which are perhaps to be regarded as the decisive 
factor in the day-to-day operations of the Scottish banks—decisive in 
the sense that the maintenance of some definite level of such reserves 
is the banker’s most immediate preoccupation. Whether the Scottish 
banker attempts to keep these at some definite proportion of his 
deposits is another matter. The view has been put to me that he 
probably aims to keep his London balances at some minimum level 
agreed with his correspondent and with the Bank of England, and 
that he is not greatly concerned with a cash ratio as such.*7 But the 
fact that he may think in terms of an absolute, rather than a 
proportionate, reserve does not make much difference. Such a reserve 
is some definite proportion of liabilities at any given time. Further, 
if liabilities change markedly, London balances will have to be altered 
in size, and the revision of these is likely to be based—at least roughly 
—on some principle of proportionality. In fact, it has been seen that, 
through recent periods of monetary change, the non-cover elements 
of cash have not varied greatly as a ratio of deposits.** Thus the ratio 
of London balances is perhaps the nearest thing in Scottish banking 
to the cash ratio of the English Clearing banks. 

These conclusions point to other questions to be answered, particu- 
larly questions concerning the profitability of the note-issues and their 
monetary effects. These cannot be embarked upon here, and it is 
hoped to treat them in a later article, but this enquiry has perhaps 
gone far enough to throw a little extra light on the position of the 
Scottish banks. Indeed, the conclusions suggest that in some ways 
it is more illuminating to view them within the wider setting of 
Sterling banking institutions than within the narrower sphere of 
British banking. 

M. GASKIN 

Glasgow 


47 On balances with correspondents see F. S. Taylor, Banking in Scotland 
(Institute of Bankers in Scotland, 1949), p. 46. It is suggested there that the 
arrangement with the London clearing agent may take the form of agreement 
to maintain a certain average balance over time. 

48 This can be seen from the movement of the cash and the currency 
ratios in Table IJ, columns 2 and 3, and also from Table III. The possibility 
of a change in this ratio was discussed above, p. 170. 
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SINCE the Napier Commission’s Report into the Condition of the 
Crofters and Cottars in the Highlands and Islands of Scotland 
in 1884, Governmental responsibility for the welfare of this area has 
been generally recognised, and it has been the field of much admini- 
strative experiment, special legislation and public investment. Yet 
the problem of the crofting districts as a whole has proved intractable, 
and the passage of the years has been marked by a fall in their popu- 
lation and an ageing of their population-structure that is even more 
critical than in the rest of the country. In some districts the process 
of decay has gone so far as to cause the abandonment of human 
habitation, and in many others, especially in the north-west main- 
land and in some of the smaller islands, the number of active people 
is now so small that the uneconomic maintenance of public services, 
poor though these often are, can hardly be justified much longer. 

The national conscience is stirred by the knowledge that the 
crofting way of life represents one last bulwark of the traditional 
freedom and independence of a pre-industrial civilisation, and 
supports a virile, intelligent peasant stock to which the nation has 
owed a great debt in war and peace in the last two hundred years. 
Perhaps sensitive also to the claim that the Highlands have a right 
to equality of treatment, at least, with any other underdeveloped 
area, at a time when the benefits and obligations involved in their 
development are becoming more generally realised, the country is 
rightly reluctant to adopt the ruthless—though possibly least expen- 
sive—solution that has been suggested, namely to evacuate the 
population and ‘seal off’ the part of Scotland to the north and west 
of the Caledonian Canal.’ Consequently, as the process of decay 
develops, public awareness of responsibility grows, the amount of 
public spending in the Highlands increases, less is heard of the old, 
bitter question ‘ Why should we help the Highlands?’, and more and 
more official attention is given to the search for alternative solutions. 
No nation is willing in the last resort to watch part of itself die. 


_ +See G. C. Hayes, ‘A Survey of West Highland Agriculture ’, in Proceed- 
ings of the Agricultural Economics Society, Vol. X, No. 1, June 1952, 
pp. 35-59. This excellent discussion, needless to say, rejects the extreme 
solution of evacuation. 


174 
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I 


A White Paper published in Juiy 1950 (Cmd. 7976, A Pogramme 
of Highland Development) committed the Government more 
definitely than ever before to attempting a constructive solution, 
based on what it called ‘ the new factors (of) the increased importance 
of home food production, the necessity for a large-scale programme 
of afforestation, the development of hydro-electric power in the High- 
lands, and the greatly increased importance of the tourist trade ’.? 
So far as the first of these factors was concerned, the White Paper 
made no attempt to discuss the reform of the crofting system, save 
for a passing reference to an experimental ‘first step’ by way of 
“reorganisation by agreement (of smallholdings) in crofting townships 
on land owned by the Secretary of State’, and to the intention of 
restarting work on land settlement.* But in June 1951 a new Com- 
mission of Enquiry was appointed, with the following remit: ‘To 
review crofting conditions in the Highlands and Islands with special 
reference to the secure establishment of a small-holding population 
making full use of agricultural resources and deriving the maximum 
economic benefit therefrom; and to report.’ It was certainly implicit 
in this remit that the Government believed a solution to the problem 
could be found within the framework of the crofting system. 


Since then the literature on the subject has been greatly enriched, 
not only by the Report of the Crofting Commission, which appeared 
in April of this year,* but also by: the publication, in December 1953, 
of the late Adam Collier’s book, The Crofting Problem,* edited 
and furnished with a foreword, up-to-date statistics and footnotes 
by Professor Cairncross. There is also to be published early in 1955 
a shortened version of the report of the West Highland Survey, 
directed by Dr. F. Fraser Darling between 1944 and 1950. The full 
report, prepared in cyclostyled form in 1950-51, has already taken 
its place as one of the most influential documents of its kind ever 


?For an analysis of that programme, cf. the present writer’s ‘The 
Economic Development of the Highlands’, in The Manchester School, 
Vol. XIX, May 1951, pp. 190-211. tes ; : 

*Cmd. 7976, paras. 39-40. The State is in fact the biggest ‘landowner in 
the Highlands. 

“Cmd. 9091, April 1954, to be referred to hereafter as the Report. No 
doubt this will come to be known as the Taylor Commission Report, after 
its chairman, to distinguish it from the Crofting Commission Report of 
1884 (the Napier Report). : : ; 

’ Published by the Cambridge University Press as No. 1 of a series of 
Social and Economic Studies by the Department of Social and Economic 
Research, University of Glasgow. 
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drafted in this country.* Seldom, even in these days of international 
missions for the survey of underdeveloped countries, can so much expert 
attention have been paid to the way of life of a comparatively small 
group of people. There are hardly 21,000 holdings that can be classed 
as crofts, and an even smaller number of tenants. The population 
of the crofting townships cannot number much more than 100,000, 
which is much less than half the total population of the seven croft- 
ing counties (about 286,000).’ 

Not one of these three studies will render the others superfluous; 
each has its own approach with its own merits. As one might expect, 
the Crofting Commission Report brings the greatest degree of preci- 
sion to its recommendations. Collier’s book, on the other hand, is 
the work of an individualist, an economist fascinated by the socio- 
logical and even anthropological factors in his field of analysis. On 
and off, he spent about seven years on it, dating from his appointment 
as assistant secretary to the Hilleary Committee—itself a sub-com- 
mittee of the Scottish Economic Committee appointed by the Scottish 
Development Council—which produced its report The Highlands 
and Islands of Scotland in 1938. When he was killed on a Suther- 
land mountain in 1945, he left his manuscript in the process of 
revision. Professor Cairncross, whose pupil and colleague he had been, 
has tidied it up and supplied a disarming foreword to account for its 
few idiosyncrasies. It distils the wisdom of dozens of official enquiries 
and departmental reports through the medium of personal enthusiasm 
harnessed to a sound economic training and shrewd practical eye, 
and with its careful historical approach fills a serious gap by making 
accessible the economic history of the Highlands over the last eighty 
years. Finally, on the preparation of the West Highland Survey Dr. 
Darling’s team spent about six years, during which little escaped 
their notice in the life of 1,040 townships in seventy-one parishes, 
and one is not surprised to find that the Crofting Commission found 
it ‘of great value’and ‘by far the most detailed and authoritative 
account of that part of Scotland that has ever been written ’.* 


II 


It is common ground that within the crofting area there is ‘the 
greatest diversity of conditions’.® It is no use commending the 
Orcadian method of achieving prosperity (based on Old Red Sand- 


*Some of the results of the Survey have been published by G. C. Hayes 
(op. cit.), who was the team’s agricultural economist. 


" Argyll, Inverness, Ross and Cromarty, Sutherland, Caithness, Orkney, 
Zetland. 


* Report, para. 4. 
° Ibid, para. 8. 
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stone and a dryish climate, with a useful accumulation of capital 
from a trebled market in two wars) to the Lewis or Harris crofter, 
who has far less land, and that mostly peat or hard, bare Archaean 
gneiss, dripping with the gentle Hebridean rain. In the Southern 
Hebrides the ratio of inbye land to rough grazing is 1:5; in the 
North-West mainland parishes it is 1:92.1° Mull, less than thirty 
miles from Oban by regular steamer, is fertile but sadly underfarmed 
and underpopulated, while in Shetland young men with savings 
accumulated from the Antarctic whaling season find the croft-land 
on which they want to settle neglected by its absentee tenants, many 
of whom have several holdings and other sources of income. In con- 
gested Lewis, crofts of only three acres are being subdivided;?! hardly 
a single crofter has more than one holding, hardly a croft has less than 
one squatter—who pays no rates officially, yet will be keeping an 
unofficial cow and some sheep. Mass emigration is averted by the 
prosperity of the handloom weaving industry. In Shetland, though 
the number of sheep has more than doubled since 1890, the number 
of cattle has dropped to less than half; but in Orkney in the same time 
the number of cattle as well as sheep has doubled.'? Sutherland is a 
wilderness with sixty-one acres of rough grazing for every acre of 
arable; in the neighbouring county of Caithness the ration is 4-2: 1, 
while its cattle population is almost three times as large as Suther- 
land’s, and its sheep population almost as large.’* As Collier puts 
it, ‘there is little that is homogeneous about crofting. Within the 
limits set by its distinctive characteristics, there is a great variety of 
tenure, of type of enterprise, of size, of quality, of situation and of 
community.’** 

To the question, ‘ What is wrong with the crofting system?’, in 
the context of a programme of Highland development justified partly 
by the increased importance of home food production, the simple 
answer is that the typical croft is too small. The Crofting Commission 
uses figures which indicate that scarcely one croft in five can be 
regarded as a whole-time unit.’® It estimates that part-time or spare- 
time holdings occupy about a quarter of the acreage of crop or grass- 
land in the crofting counties. Dr. Fraser Darling’s team surveyed 
over 16,000 holdings. of which nearly half had less than five acres 
of inbye land, and 70 per cent. had less than nine acres.’® Yet the 


*° Hayes, op. cit., p. 39. 

11 Ibid, paras. 205-206. 

12 Thid, para. 40. ; 

= Collier, op. cit., Appendix 4. 
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© Report, para. 38. 
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extent of the inbye ultimately governs the number of beasts the croft 
can support, because climatic conditions make most of the rough 
grazings useless in winter, and this limitation cannot be wholly over- 
come by converting improved grass crops into silage, making more 
hay by electric-drying processes, or finding ways to make imported 
feeding-stuffs cheaper. 

The Napier Commission saw the position with perfect clarity in 
1884: ‘ The principal matter of dissatisfaction . . . is the restriction 
in the area of holdings.’’’ Its principal recommendations, like the 
grant of an improving lease, were confined to the benefit of tenants 
paying at least £6 annual rent, ie., to the larger holdings. But the 
Crofters Holdings (Scotland) Act, passed by the Gladstone Govern- 
ment in 1886 (and influenced by Irish land reforms), ignored the 
Commission’s plain warning that it would be fatal to give security 
of tenure or low rents to the vast majority with smaller holdings 
because it ‘ would tend to fix them in a condition from which they 
ought to be resolutely though gently withdrawn ’.'® Security of tenure 
was granted, on conditions which case-law and subsequent admini- 
strative practice have made it virtually impossible for a crofter to 
infringe; with it went the right to a fair rent fixed by the Crofters’ 
Commission (after 1911 the Land Court), which in practice has meant 
a low rent, as well as the right to receive compensation for improve- 
ments when relinquishing tenancy. As the 1954 Report firmly states, 
the effect of this legislation has been in the long run to ‘create a 
rigidity in the crofting system that is the cause of many of its diffi- 
culties today ’.*® 

One of the major tasks of the Commission, therefore, has been to 
suggest modifications of the law, but it has chosen not to interfere 
directly with the basic principle of security of tenure or the long- 
established custom of low rents. It may well be accused by some of 
merely touching the surface and avoiding the fundamental issues, but 
one must admire the dexterity with which it has picked its way 
delicately through this cobweb of fine hairs which so many would be 
tempted to sweep aside. For example, it might well seem sensible 
economics to advocate higher rents, to get rid of absentee or inefficient 
tenants and pave the way to enlargement for the advantage of vigorous 


‘7 Napier Commission Report, p. 10. 

"* Ibid, p. 39. The Commission was conscious that their recommendations 
would involve hardship to the smaller tenants, who would either have to 
become tenants of bigger buildings or become ‘labourers, mechanics or 
fishermen, with a cottage and an allotment, or migrate to other seats of 
labour here, or emigrate to other countries’. Like much of what they say 
about the Land question, this sriking passage is still relevant. 

*® Report, para. 22. 
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crofters. But a crude application of the inexorable economic scissors 
of supply and demand would cut right through the crofting system 
and destroy the way of life which the Commission’s remit explicitly 
recommended it to find ways of making secure. It is arguable that 
only large-scale farming methods (in some areas, ranching methods, 
to judge from the terrain and the trend of some recent experiments) 
would maximise food production in the Highlands.?° But the logic 
of such a revolution would be such an attenuation of population in 
a far-flung terrain of mountain, strath and remote island as to make 
community life impossible. 

The survival and reinvigoration of the crofting communities, there- 
fore, involve from time to time a Nelsonian view of the economic 
laws.” World history has provided many examples in the last few 
years, under a variety of political systems, to show that economic 
progress, particularly agrarian development, can go only as fast as 
social adaptability will permit. The Crofting Commission deserves 
praise for showing that it is conscious of this lesson. Its proposals 
are controversial, but they are firmly based on social grounds. This 
should limit the area of argument; will it make real economic progress 
possible? 


Ill 


By and large, the Commission pins its hopes on the enlargement 
of existing holdings, on the creation of new holdings of adequate size, 
and on the reorganisation of the townships and the general improve- 
ment of crofting practice, particularly in respect of the common 
grazings. In order to promote these remedies, it proposes the creation 
of a new administrative authority, to be called the Crofters Commis- 
sion. Each of these suggestions calls for detailed consideration. 

It may be that the first remedy, the enlargement of holdings, is 
not likely to be very effective without a more positive interference 
with the laws governing security of tenure. To replace the present 
typical croft of scarcely five acres of arable with a new one which 


2? The Commission, however, deduces from estimates of the value of out- 
put provided by the Department of Agriculture for Scotland that, in propor- 
tion to their acreage, crofts (even part-time crofts) produce as much as the 
larger farms (paras. 40 and 109). One wonders whether the deduction is 
consistent with the other figures they quote to illustrate the long-term decline 
in the acreage of tillage and in the cattle population, and with their evidence 
of declining cultivation and ecological deterioration, due, for example, to 
the widening of the sheep to cattle ratio. (Cf. Hayes, op. cit., passim.) 

21 After all, the Gladstone Government in 1886 placed its faith in the 
economic laws, expecting that unprofitable holdings would soon be abandoned, 
allowing the situation to right itself without the invidious legislation suggested 
by the Napier Commission. 
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would be an economic unit providing a wholetime livelihood would 
involve a big reduction in the total number of holdings, and, as 
already noted, there is an upper limit to enlargement beyond which 
an extension of the method would simply accelerate depopulation. 
Moreover, where de facto enlargement has already occurred, for 
example as a result of unofficial subletting by absentee tenants, the 
result has often been a disappointing decline in the total area tilled 
and a general deterioration in land use.?? Yet enlargement must 
obviously be the basis of agricultural improvement in the crofting 
area. The Commission, therefore, has had to go warily with the prob- 
lem of finding land at present inadequately utilised and transferring 
it to reorganised crofts likely to be more efficiently worked. In order 
to find room for enlargements, the Commission classifies as ineffici- 
ently-used at present ‘crofts in the hands of absentee tenants, crofts 
in the hands of old people no longer able to work them fully, crofts 
which tended to be neglected because their tenants had become 
absorbed in other employment, and crofts which had been taken over 
as places of retirement by people from other parts of the country ’.** 
The purport of its detailed proposals is to try to separate such tenants 
from their croft-land, but not from their croft-houses. This is to be 
done partly by means of new legislation, partly by persuasion through 
the agency of the new administrative authority. 

The absentee tenant, for example, is just as notorious in the 
Highlands as the absentee landlord or factor. In spite of the Agri- 
culture (Scotland) Act, 1948, in practice no crofter-tenant seems likely 
to be disturbed on a charge of bad husbandry, and the Courts have 
interpreted the Small Landholders (Scotland) Act, 1911 as repealing 
the original obligation on a crofter to reside within two miles of his 
holding. The Commission recommends that this obligation be 
restored, that the new Crofters’ Commission be empowered to ensure 
efficient husbandry, that exemption from rates be removed in cases 
where holdings have lost their agricultural character. These and other 
changes of the law (particularly in connection with the letting of 
vacant holdings), backed by the means to enforce them in the shape 
of the new Crofters’ Commission, should certainly make available 
for enlargements much of the land at present inefficiently used. 

Unfortunately, no evidence is presented to show how much land 
this will mean, but it is probably a considerable proportion in the 
townships of greatest decay. It is well known, for example, that the 


Report, para. 63. See Hayes, op. cit., pp. 40 ff. for the fantastic pattern 
that can result from enlargement by (unofficial) subdivision. The Commission 
recommends that this practice be brought under control (para. 181). 

28 Report, para. 54. 
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number of old people represents a very high proportion of the total 
population. Socially, the sting is largely removed by the proposal to 
offer tenants dispossessed in these ways a feu charter of their house 
and ground for a garden.** Much of the Highlander’s passionate 
attachment to his land is really a desire for a home in his native place, 
rather than an attachment to the croft as a means of subsistence. 
Remembering, therefore, that there is a definite upper limit to consoli- 
dation, beyond which the social basis of the township would be 
destroyed, while at the same time there is a desperate need to attack 
the rigid elements in the present structure of crofting,?° one is bound 
to conclude that the Commission’s tactful compromise with security 
of tenure is wise. As the economist knows, marginal changes often 
bring significant results where more drastic measures would only 
destroy the model. 

Little need be: said about the proposal to revive the policy of land 
settlement. It was an inevitable outcome of the Commission’s remit. 
At first glance, the Commission’s faith in the possibilities seems over- 
emphatic, but perhaps one tends to judge this issue too much in terms 
of the years after the first World War, when in response to the 
clamour for smallholdings and ‘colonisation’ schemes the Govern- 
ment spent a good deal of money without satisfying many people. 
There were, however, special reasons for failure, which need not be 
repeated; the best safeguards will be to keep agriculture out of depres- 
sion and to have a special agency for administering the policy in the 
Highlands. Provided it can ensure that newly-created holdings are big 
enough, that their tenants have access to working capital, especially 
to cover the purchase of livestock and the period while it is becoming 
productive, and that they are helped by arrangements for co-operative 
buying and marketing and by improved communications, there are 
underpopulated, neglected but potentially productive areas like Islay, 
Mull and Coll available to prove the possibilities of re-establishing 
the crofting system by this method. There is evidence from the 1923 
settlements in Skye that ‘group’ migrations from particularly con- 
gested townships to new settlements in different parts of the Highlands 
have the best chance of success. 


“In the case of aged people, exemption from rates on the houses would 
be continued (Report, para. 135). : 

*5 Ibid, para. 39 and cf. para. 137. In spite of all the work done in enlarge- 
ment and land settlement since 1886, it is a depressing thought that the 
Commission found the general pattern of crofting unchanged for over seventy 
years. In that time, 5,126 enlargements have been carried out and 2,776 new 
holdings created; but the symptom of rigor mortis is clear in the figures 
since 1930: 256 enlargements, 256 new holdings. (Cf. also paras. 25, 26, 29, 
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Since the total area of arable land, even allowing for possible 
reclamation, is in many districts limited, much clearly depends on 
the reorganisation of the townships and improvement of the rough 
grazings on which the Commission lays much stress. In the mild, 
wet climate of the west Highlands, the comparative advantage in 
agriculture rests in the exploitation of grass and the breeding of beasts 
that thrive on it. Many of the Report’s constructive recommenda- 
tions run along now fairly familiar lines about shelter belts, silage. 
fertilisers, drainage, grass mixtures, haymaking and so on. But special 
importance again attaches to what it says about the legal and admini- 
strative problems involved. Much of the grassland lies in the common 
grazing of the townships, and schemes for its improvement at present 
depend on unanimity within the township. A tiny minority standing 
out from a scheme may block it completely. This, in the Commission’s 
judgment, ‘ is an intolerable state of affairs ’,?° and it wants to empower 
the new Crofters’ Commission to push through approved schemes 
if a simple majority of the resident holders supports them. 

This apparently simple proposal is in fact a critical test of the 
whole approach of the Commission of Enquiry, and in practice will 
provide an equally critical test of the quality of the special admini- 
strative authority. A Highland crofting township is about as near 
an approach as there can be to a classless society; and in such com- 
munities, there is seldom anybody willing to assume leadership too 
openly. Moreover, the whole approach of the Gael to problems of 
persuasion or enquiry is oblique. The majority will seldom take it 
on itself to put pressure on the minority, however misguided it may be 
adjudged. Indeed, such is the respect for the freedom of the individual 
that direct interference of this kind is deemed wrong. This is not 
just a matter of inertia, but of mores. Thus disappointments encoun- 
tered by the progressively-minded are met philosophically, particularly 
if the objections are raised on traditional grounds: ‘God’s will be 
done ....’ Men who are natural leaders of society away from their 
native ground have within the township no desire to differ from their 
fellows; the last thing anyone wants is to be thought different from 
the rest. 

This does not mean that there is no dynamism in Celtic society: 
to the Highlander the spirit of adventure is the breath of life. He 
is often charged with being lazy, and good evidence is cited in support 
of the charge, but it rests largely on a failure to understand his environ- 
ment and his reaction to it, and indeed his good reason for content- 


°° Ibid, para. 195. 
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ment with it.”” It will be a task of some delicacy to harness his natural 
venturesomeness to its improvement, to transfer the old tradition of 
co-operation in clearly understood township tasks to new concepts 
of co-operation in marketing and modern agricultural technique, to 
resuscitate and make effective the township grazing committees through 
which so much might be achieved, and to reorganise the chaotic 
conditions that have arisen from subdivision, subletting, haphazard 
amalgamation and squatting. Even with some of the obstacles 
removed by legal reform, the new Crofters’ Commission will be 
severely tested. It requires a measure of faith to be sure that the 
effort is worth making; it is one of the merits of the Report that 
the Taylor Commission makes no bones about its faith. 


IV 


This discussion may seem to raise the issue of land ownership 
and the position of the laird. In a different agrarian system he might 
be expected to provide the factor of enterprise, but in the crofting 
system his ‘functions . . . are reduced to these: he owns the ground 
and enjoys sporting rights over it; he draws the rent and selects a new 
tenant when a holding falls vacant; and he pays compensation when 
a holding is given up’.** He has no responsibility to provide his 
tenants with buildings or capital, and under the Commission’s recom- 
mendations his power to select new tenants is to be subordinate to 
the new authority.”® Why not, therefore, as one member of the Com- 
mission suggests in the sole note of dissent, simply nationalise the 
land? 

The Commission’s view is that this would be unnecessarily contro- 
versial, so long as the effective control passes to the State. By taking 
this line, it saves the taxpayer the capital cost of acquiring the land, 
and leaves the landlord to deal with claims for compensation, without 
allowing him a free hand with the rents. It is questionable whether 


27Tt is not safe to write off the Highlander’s standard of living as poor 
because estimates of the money-value of the crofter’s income are low. See 
D. L. Munby, ‘Transport Costs in the North of Scotland’, in the Scottish 
Journal of Political Economy, Vol. 1, No. 1, March 1954, pp. 75n-76. 
One reason for low Inland Revenue estimates may be that high costs of 
collection and inspection allow a bigger proportion of total money income 
to escape the net, as compared with more populous areas. 

2° Report, para. 114. 

29 Ibid, para. 120. Since the landlord has to pay compensation for improve- 
ments to outgoing tenants, he may find it hard to recoup this from a potential 
incomer who would make a good crofter. The rent being virtually unalterable, 
it may pay him to leave the holding vacant and use it as grazing, or to let 
it to someone more interested in the house than in agriculture, and therefore 
not likely to add in future to the bill for improvements. 
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all landlords will be happy about this, or whether the tenants of some 
of them will have their suspicions allayed. Nearly half of the town- 
ships are factored by remote control, usually by a firm of lawyers in 
one of the big cities, with little conception of local conditions, and it 
would be hard to find anything to say in favour of this system. But 
the decisive advantage of the Commission’s standpoint is that not 
all landlords or their factors either live far away or confine themselves 
to the enjoyment of sporting rights. The great majority of ‘ resident’ 
lairds or factors are men of good qualifications and much experience 
of local crofting conditions, and their knowledge and ability must 
not be wasted. 

One must revert to the argument about the complexity of Highland 
conditions. Where a private landlord has in fact, as many have, 
shown enterprise and enthusiasm for improvements, it would be a 
pity to repay him by nationalising his land, so long as the new 
Crofters’ Commission has adequate power to deal with badly managed 
estates.°° Already a very large part of the worst areas is owned by the 
Department of Agriculture (the biggest landowner in Scotland) or 
the Forestry Commission, and experience has shown that this has not 
automatically solved the old problems of land management, though 
it has certainly created new problems by complicating local control. 
But the State’s record as a landlord has been improving, and the 
Crofters’ Commission should improve it still further, provided it is 
not saddled with too vast an area of responsibility for estate manage- 
ment. 


Vv 


When everything possible has been done to enlarge, improve or 
reorganise their holdings, it is clear that the majority of crofters will 
still depend on supplementary employment for the maintenance of a 
reasonably high standard of living. The Commission of Enquiry 
discuss the possibilities along familiar lines. Crofting inevitably has 
heavy seasonal demands to make on family labour, and provides 
many off-season leisure hours. But in a Highland climate even the 
seasons fluctuate, and the difficulty is to find auxiliary employment 
where irregular attendance does not matter unduly and the peak 
demand for labour does not clash with the ploughing or the peat- 
cutting or the harvest. Probably the most general source of such 
aloe ina Reporeon becbans ine Hecate 
Bue many others less well-endowed with spare capital, have been pulling 

eir weight. Addressing the Royal Scottish Forestry Society in March 1954, 


the Minister of State for Scotland said that 43 per cent. of th lanti 
since 1945 has been by private owners (The Scotsman, 20th ASS 19S4) 
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employment nowadays is local authority work on the roads, and since 
better communications would lower transport costs and increase 
tourist traffic, more of this kind of public investment is desirable. 
This seems now to be realised by the Government, and as long as the 
economy stays out of inflation, there is a prospect of more investment 
(as opposed to relief work) in Highland communications. 


The traditional combination of fishing with crofting has been 
slowly disintegrating, and, as fishing has become more specialised, 
is unlikely to revive completely, for technical and financial reasons. 
In certain localities, with new methods of processing the catch and a 
reorganisation of markets, the efforts of the special authorities in the 
fishing industry may begin to bring results, but the benefits from fish- 
ing in the future are not likely to be as widespread as in the past, 
and may well pass by some of the populous islands where the croft- 
ing problem is most acute. In Lewis the handloom weaving and in 
Shetland the knitting industry (allied to the tradition of service at 
sea) have saved the situation in the last generation. They are precari- 
ous props against a depression, and this is one reason why the people 
cling to their crofts, which can be almost an encumbrance in prosper- 
ous times, yet in a slump enable them to live reasonably on very low 
cash incomes. The problem is to find equally suitable types of industry 
in other areas. 


Great hopes rest on the technologists. The problems of under- 
employment and unemployment in Caithness, and probably in parts of 
Sutherland and other counties also, have been solved for a number of 
years to come by the decisions to build an atomic power-plant at Doun- 
reay and an experimental power-station based on peat at Altnabreac. 
Coming on top of ten years of constructional work on hydro-electric 
schemes, these and other technological developments (for example, the 
harvesting and processing of seaweed, and the refining of diatomite) give 
the State a breathing-space in which to experiment with fundamentals 
in the crofting system. But there is little likelihood that they will 
reorientate the general pattern of location of industry towards the 
Highlands, which must continue to be regarded as a primary produc- 
ing area in need of agrarian reform. One of the special merits of the 
peat research is its implication for land reclamation. 


It is for this reason that the Taylor Commission’s decision to 
come down most heavily in favour of an expanded afforestation pro- 
gramme is to be specially welcomed. It is high time it was realised 
that the issue of trees versus sheep often involves a false antithesis; 
that perhaps the Forestry Commission has tended to take too long a 
view (and therefore to bet only on certainties, taking only the best 
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land) and the sheep men to take too short a view (and therefore to 
mortgage the future of their industry by overgrazing). There is room 
for give and take that will enable both trees to grow and sheep to 
graze.*1 The Commission of Enquiry has been able to adduce enough 
evidence to convince most people that the repopulation of the remote 
areas of worst decay in the western mainland will come only through 
afforestation, and its suggestions for better control of the common 
grazings should clear the ground for swifter progress towards ‘ the 
balanced development of forestry and graziag’. 

Over vast areas of hill pasture, stripped of tree cover for hundreds 
of years, countless generations of selectively nibbling sheep have 
caused a revolution in the natural history of the soil as definite as 
the revolution in the economic and social history of the people caused 
by the Clearances. Not merely geological and climatic factors, but 
also wrong agricultural practices have prevented natural regeneration 
and caused considerable erosion, a breakdown in the system of drain- 
age, a sacrifice of much of the advantage of heavy rainfall in associa- 
tion with mild temperatures, loss of water-power potential, deteriora- 
tion of grass types, and the spread of bracken; while the lack of 
shelter has increased the damaging effects of strong prevailing winds. 
To reafforestation, therefore, must be allied a strengthening of the 
agricultural advisory services which have long worked manfully and 
skilfully against the odds. With some of their handicaps removed by 
the reorganisation of the crofting system, they should work more 
hopefully in the future. 

Given fifty years of sensible policies along these lines, to make up 
for damage and neglect which dates back through the centuries to 
the iron smelters, much of the western mainland should be in better 
heart, biologically and socially, supporting a population rather larger 
than today, with a more vigorous age-structure introduced to many 
villages by the families of foresters and ancillary workers. There 
should be good prospects of local employment based on wood- 
processing industries and better marketing opportunities for crofting 
communities endowed with larger holdings and better organised and 
more productive common grazings. The only weakness in principle 
in this long-term plan is the unsuitability of some districts for growing 
trees, particularly some of the congested islands which contain a 


°* See Collier, op. cit., p. 151. Local conditions: must determine the 
answer, but the general case for trees is clear, especially where there has 
been severe depopulation. This was graphically illustrated by the Minister 
of State in the speech referred to above, in which he gave figures for Inver- 
lever Forest, Lochawe, to show that before forestry started thirty-seven men 
found work there, now there were 128; there had been eleven school children 
now there were fifty, and sixty more under school age. ; 
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majority of all crofters. It is here that resettlement may play a big 
part, if it is carefully co-ordinated with the work of the Forestry 
Commission, which still has a shortage of labour to overcome in some 
districts. 


VI 


Much is seen to depend, therefore, on the new Crofting Commis- 
sion, and it may be argued that the functions proposed for it are too 
narrowly confined. The idea of a special administrative authority 
for the Highlands has long been canvassed. J. P. Day’s well known 
book, Public Administration in the Highlands and Islands of 
Scotland, published in 1918, contains an illuminating discussion, 
including the germ of this idea, though changes in the functions of 
local authorities, the increasing commitment of the central Govern- 
ment itself and the creation of specialised agencies like the Forestry 
Commission, the North of Scotland Hydro-Electric Board, the Herring 
Industry Board and others have made some of his analysis out of date. 
In 1938 the Hilleary Committee recommended the appointment of a 
Development Commissioner for the Highlands, with special responsi- 
bilities for the creation of new industries but responsible also for land 
reclamation, enlargement of holdings and the provision of subsidiary 
employment for crofters, as well as a multiplicity of other functions in 
the fields of hydro-electric development, transport, afforestation and 
the fishing industry. The Scottish Council (Development and Industry) 
has inherited this view from its predecessor and gives it frequent 
publicity.*? The Scottish Council of the Labour Party and the General 
Council of the Scottish Trades Union Congress published documents 
in 1953 which recommended the appointment of a Highland Devetlop- 
ment Corporation, with similarly comprehensive functions.** Certain 
of the local authorities have recently been thinking along the same 
lines, although any delegation of the responsibilities involved would 
make unanimity difficult to achieve. 

Most observers of the Highland scene seem to have felt some need 
for more devolution, both from St. Andrew’s House and from public 
bodies with national responsibilities like the Forestry Commission 
or the Herring Industry Board. It is easy to see that above a certain 
level in the official hierarchy Highland affairs have to compete with 
the affairs of far larger and more important sections of the population 


32 Memorandum on Highland Development submitted as evidence to the 
Royal Commission on Scottish Affairs, May 1953. - : 
33 For example, A Plan for the Highlands, Scottish Council of the 


Labour Party, 1953. 
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for the attention of able, sympathetic but overworked men. Mistakes 
have inevitably been made, for example, in applying to the Highlands 
legislation and administrative policies devised to suit the needs of the 
rest of the country.** It should be axiomatic that what is designed 
for industrial regions will not suit rural areas of sparse population, 
and what is applicable to highly capitalised large-scale farming will 
not necessarily benefit crofting townships. But statesmen and civil 
servants have tended to stick too closely to the textbook cliché that 
‘Britain is the industrial workshop of the world’, and forget that in 
the mid-twentieth century we still have our rural areas. Agricultural 
subsidies, for example, have helped the crofter financially, but have 
not promoted the reconstruction of the crofting system to the extent 
that they might have been designed to do.*° 

All this supports the argument, already implicit in the analysis of 
the diversity of Highland conditions, that Highland problems require 
special administrative and legislative treatment in their own right, but 
there are objections to extending the argument to the creation of a 
single Development Corporation. The main objection is clear from 
the analysis: the strain put by the complexity of the problem on a 
single administrative machine (still subordinate to the responsible 
Minister and to Parliament) would make it difficult to service. What 
is wanted is not one enormous and complicated piece of mechanism 
but a number of small, specialised machine tools. The Hollerith 
principle still cannot be transferred to the field of economic and social 
administration, with all its personal, human complications. A single 
Corporation’s relations with local authorities and with the other public 
authorities already deeply involved in the Highland problem—all of 
them with direct access to their Minister—would be complicated, 
and hardly likely to promise improved efficiency. 

On the other hand, the proposed Crofters’ Commission represents 
devolution from the Department of Agriculture for Scotland (and to 
some extent the Scottish Home Department), as well as an extension 
of the rdle of the State in the most vital field of the whole Highland 
problem. In its proposed form, with a full-time Chairman and Vice- 
Chairman and three part-time members, helped by a panel of asses- 
sors drawn from the crofting districts, and with a small headquarters 
staff aided by the Department of Agriculture’s local officers, it is a 
manageable and flexible instrument which, given the right personalities, 
should be able to win the confidence of the crofters in the way that 


*“ The Catering Wages Act, 1943, is an obvious example. See D ) 
ES for historical evidence that this is no new ShenSaictont en heene 
eport, paras. 68-72 and 209-221. See also Cai 
Collier’s The Crofting Problem, p. xiii. Te a 
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the Land Court did.** It may be the model on which devolution in 
other fields of Highland policy should be carried out. It should 
certainly meet fewer difficulties of liaison than would confront a 
Development Corporation. 

The case for a single, multipurpose authority, in fact, seems to 
rest partly on the feeling that there is need for greater co-ordination 
in the approach to Highland affairs and partly on admiration for 
the T.V.A. and recent ‘copies’ of it in certain underdeveloped 
countries. The need for co-ordination can be admitted; but the 
evidence is that it has been improving, and the presumption is that 
it should be assured through the Secretary of State’s departmental 
responsibilities and his increasingly important function as ‘ Scotland’s 
Minister’. The justification of this presumption probably rests with 
the Royal Commission on Scottish Affairs, which may have recom- 
mendations to make for the improvement of this aspect of admini- 
stration at the centre. As to the evidence of recent improvement in 
co-ordination, the attitude of the Forestry Commission provides a 
test: whereas it used to insist that ‘its duty was to grow timber, and 
that it had no concern with land settlement ’,®’ it has recently been 
much more willing ‘to collaborate in . . . measures for the economic 
development and social improvement’ of the Highlands. It would 
probably be more satisfactory to write this obligation into its statute, 
after the successful pattern of the North of Scotland Hydro-Electric 
Board, than to make it subordinate to a new Development Authority 
in this respect. 


Vil 


How is one to sum up this review of the Taylor Commission 
Report? It must be given very high marks for its analysis of the 
crofting problem. It will certainly be criticised both for interfering 
too much with the traditional system and for failing to go far enough; 
but it had to make the system flexible somehow, and if it had gone 
further it would have made ‘the secure establishment of a small- 
holding population’ even more difficult. Many of its recommenda- 
tions for legal reform may seem trivial on superficial inspection, but 
by a more careful observer they will be seen to be beautifully 
integrated with much wisdom and no small degree of subtlety. To 
the critic of the absence of major new suggestions about the economic 
development of the Highlands the answer must surely be that first 
things have been put first; the golden rule for the economic develop- 
ment of a backward agricultural region is to improve its agriculture 


°® See Collier, op. cit., p. 99. 
* Report, para. 243. 
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before trying to revolutionise its economy by industrialisation. The 
enthusiasts (whose name is legion) will accuse the Commission of 
evading the issue of high transport costs, but it has simply recognised 
that this is a point which need not be laboured. All that need be said 
perhaps is that if its proposals are accepted, the total cost will inevit- 
ably include some relief on this score, but it is still difficult to see 
what form this particular assistance should take.** 

Finally, the women may have their customary last word, as indeed 
the Commission seems to expect when it asks, ‘ Why do people leave 
the crofts? Who stays and why?’. Some of them, at any rate, may 
find insufficient incentive in the pin money to be derived from ‘the 
care of pigs and poultry, the growing of vegetables . . . and catering 
for holiday makers’.** Yet in several of the crofting counties the 
number of pigs, which Highlanders are reputed to dislike handling, 
has been rising steadily and even sharply over the last few years. 

One ends, therefore, on an optimistic note, yet not unmindful of 
the Commission’s warnings: ‘ Time is running very short, and if the 
chance is not taken now it will be gone for good.’ The crofting system 
‘as now organised, is fighting a losing battle’. ‘If the process of 
decay is to be arrested and reversed, it will require a serious political 
decision that these communities are not to be allowed to perish; a 
settled policy well conceived and resolutely maintained for many years; 
and a substantial expenditure of public money.”*° The merit of the 
Report, read with Collier’s book, is that it provides all the data 
needed to enable the country to make such a decision and form such 
a policy. While it is perfectly clear about the defects of the crofting 
system and the limitations which climate, soil and other immutable 
factors place on its improvement, it is equally sure of the principles 
on which improvement can be based and of the social justification 
of meeting the cost of experiment and reform. 

The net additional cost, indeed, may not be very great, for public 
expenditure on the Highlands has been rising steadily for a number 
of years. The Minister of State revealed in June 1953 that the Depart- 
ments for which the Secretary of State for Scotland is responsible 
spend over £11 m. a year in the crofting counties,*’ and if to this is 
added the gross expenditure of other Government Departments, the 
Development Commission, the North of Scotland Hydro-Electric 
Board and other bodies, the total comes to well over £20 m. The 
proportion of their total estimates spent by the Scottish Departments 


** See D. L. Munby, op. cit., passim. 
°° Report, para. 104. 

““ Ibid, paras. 282, 10 and 7. 

“ Glasgow Herald, 13th June 1953. 
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in the region is nearly 10 per cent. though its population is only 5-6 
per cent. of the population of Scotland. In the case of the Depart- 
ment of Agriculture and the Scottish Home Department (which is 
responsible for the Equalisation Grants paid to local authorities) the 
percentages must be very much higher. 

The special virtue of the Crofting Commission Report, therefore, 
is that it provides a constructive framework for the conversion of all 
this expenditure from the category of relief and patchwork repair into 
a potential mechanism of co-ordinated long-term investment. So long 
as no narrow institutional significance is inferred, the conversion may 
be described as a change from P.W.A. to T.V.A. What the Highlands 
need now is a sense of purpose and a spirit of enterprise, developed 
through the voluntary co-operation of the crofting people with each 
other and with the new Government agency. The Secretary of State 
announced in the House of Commons, on the day on which the 
Report was published, that he accepted the general lines of its recom- 
mendations, including the creation of an ad hoc administrative 
authority. This ensures that the Highlands are to be the testing-ground 
of important social, economic and administrative experiments. Just 
as the experience of land reform in several European countries helped 
the Crofting Commission with its analysis and with its constructive 
proposals, so the results of these experiments will be relevant in many 
countries for many years. 

T. A. F. NOBLE 

Aberdeen 
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RECENT ECONOMIC TRENDS 


Scottish Industrial Production 
The output of Scottish industry reached a record level in 1953, 


the index of industrial production being 18 per cent. higher than in 
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Fic. 1. Industrial production in Scotland and England and Wales, 1948-53. 
1948=100. Building and contracting figure for 1953 based on 


January-September only. 
1948. Figure 1 shows that since 1948 the rise in industrial production 
in Scotland has been very much the same as in the United Kingdom 
as a whole; the balance of advantage is slightly unfavourable to Scot- 
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land, but the Scottish index has maintained the steadier course. These 
broad similarities conceal an important difference. 

Since 1951 the output of the ‘ building and contracting ’ industries 
has increased by 22 per cent. in Scotland and by only 8 per cent. in 
the United Kingdom. Roughly half of the increase in Scottish indus- 
trial production in 1953 was due to an increase of 15 per cent. in the 
output of these industries. This increase was accompanied by a 
relatively small rise in the labour force—from 160,000 to 165,000— 
so that the dominant influence was a substantial improvement in out- 
put per man-year. In building, the completion of 40,000 houses, 
while the site labour force rose by only 2,500 to 38,000, means that 
the pre-war ratio of one house per man per year has been re- 
established, though technical changes, e.g., pre-fabrication, reduce 
the value of this comparison. 


The building of a record number of houses has helped to boost 
industrial production in Scotland. But it is on other industries, some 
of which have shown comparatively low levels of achievement, that 
the livelihood of the country will depend in the long run. Since 
1951 production in ‘mining and quarrying’ and in ‘engineering, 
shipbuilding and electrical goods’ has fallen by 3 per cent. and 5 
per cent. respectively; in both cases United Kingdom experience has 
been more favourable. 


Manufacturing Industry in Scotland 

In the nineteenth century Scotland had a large share of the industry 
of Great Britain—larger even than one corresponding to her popula- 
tion—but in the course of the past hundred years, Scotland’s share 
has steadily fallen. This is partly a matter of the size of her working 
population; taking all forms of employment together, the occupied 
population of Scotland formed 13-8 per cent. of the corresponding 
total for Great Britain in 1851, 12-2 per cent. in 1901 and 9:9 per 
cent. in 1951. There is a second factor, however, that has been at 
work: Scotland’s share of employment in manufacturing industry has 
fallen even faster than her share of the occupied population. The 
Scottish industrial structure has been expanding relatively slowly. 


This point is brought out in Figure 2, which distinguishes employ- 
ment in manufacturing industry from employment in other industries 
and services and shows the changes that have taken place in Scotland’s 
share in both since 1851. There appears to have been little diver- 
gence between the two curves up to 1911 but thereafter, and especially 
in the twenties, the dip in the curve for manufacturing industry is 
much the more pronounced. In the past twenty years the divergence 
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has continued to grow. It is not clear whether, within this span of 
twenty years, the first decade would tell a different story from. the 
second if the figures were available; there are, however, some indica- 
tions that manufacturing industry in Scotland is still failing to keep 
pace with the growth in available man-power. 
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Fic. 2. Proportion of occupied population in Scotland, 
as percentage of Great Britain, in manufacturing 
industry and non-manufacturing industries and 
services, 1851-1951. 


One such indication is the steady drift of population away from 
Scotland. In the past five years the net loss by migration is estimated 
to have averaged 27,000 annually—16,000 overseas and 11,000 to 
the rest of the United Kingdom. This may seem a low rate of loss, 
and has not prevented a slight increase in population; but it is, in 
absolute terms, higher than in any previous period in Scottish history 
except the twenties. 


Gold Reserves and Sterling Balances 


The strength of sterling as a world currency is intimately connected 
with the magnitude of the gold and dollar reserves held by the Bank 
of England. As is well known, these reserves are little higher 
(measured in sterling) than before the war, although the value of 
the transactions carried on in sterling, and hence the liabilities against 
which reserves are required, have multiplied several times over. The 
reserves are now equivalent to a little over three months’ imports, 
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either of all goods into the U.K. or of all goods purchased outside 
the sterling area and imported into sterling area countries. 

At the same time, the sterling balances held in the U.K. by the 
rest of the sterling area (and representing contingent claims on the 
central reserves of gold and dollars) have greatly increased. Before 
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Fig. 3. U.K. sterling liabilities, 1947-1953. At 31st December in each year. 


the war these balances were equal to about half the value of the 
reserves; they are now over thrice as large as the reserves. The move- 
ments in sterling balances in recent years (including the balances of 
countries outside the sterling area) are shown in Figure 3. 

The outstanding development is the continued rise in colonial 
balances, which have doubled in the past five years and now represent 
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the equivalent of about ten months’ exports from the colonies. The 
growth of these balances is the fruit of a steady dollar surplus in the 
trade of the colonies and although they have been accumulated (to 
Britain’s advantage) as sterling liabilities they are, in justice, dollar 
liabilities in the sense that the colonies might reasonably seek freedom 
to make use of them to finance dollar expenditure. 
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Fic. 4. Ratio of the value of pig to cattle production in Scotland; avera 
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A second development is the fall in the sterling held by non- 
sterling countries; this has almost exactly offset the increase in 
colonial sterling balances. The slight recovery in the balances of non- 
sterling area countries, chiefly those in the Western Hemisphere, 
which took place in 1953 may reflect increased confidence in sterling. 
but, looking at the longer trend, it is obvious that most countries 
now hold far less sterling than a few years ago in relation to the value 
of the sterling transactions in which they engage. 

The largest balances are held by the independent countries of the 
Commonwealth. These balances appear to have shown no distinct 
trend—although they have fluctuated a good deal. Within the total, 
however, there have been big changes since the end of the war, the 
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effect of which has been to diminish the size of the blocked balances 
held by India and Pakistan and to convert the remaining balances of 
those countries into working reserves. It is probable that the present 
size of these balances is little more than is consistent with the prudent 
reserve requirements of the Commonwealth countries concerned. 


More and More Pigs 


The efforts of the Government to increase the supply of home- 
killed meat have so far been concentrated on pig-meat to an extent 
not generally realised. The rapid expansion in pig-rearing is particu- 
larly striking when set alongside the comparatively modest expansion 
in fat cattle. In Scotland, as is shown in Figure 4, the value of pigs 
reared in pre-war years was just under one-sixth of the value of the 
output of cattle, a ratio which fell during the war because of the short- 
age of feeding-stuffs. Once the post-war boom in pigs started in 1948, 
this ratio was soon left far behind and by 1952-53, pigs contributed 
nearly three-fifths as much as cattle, and almost as much as sheep, 
to the output of meat. There was some check in 1953 to the produc- 
tion of bacon pigs in Scotland, but not to the production of pork 
pigs; between 1950 and 1953 the number of breeding sows practically 
doubled. 

It is impossible not to relate these remarkable developments to 
changes in prices. In 1948, bacon and pork pigs stood 166 and 181 
per cent. respectively higher in price in England and Wales than in 
1936-38, while fat cattle stood only 123 per cent. higher. By 1952, 
bacon pigs were fetching 337 per cent. more than in 1936-38, pork 
pigs 276 per cent. more, and fat cattle only 183 per cent. more. The 
Government obviously went to greater lengths to expand bacon and 
pork supplies than to encourage beef and mutton. It also offered the 
domestic producer a much better price than his foreign competitor: 
the average c.if. value of bacon imports in 1952 was not 337 per 
cent. but only 200 per cent. higher than in 1936-38. 

Given the rate of expansion of pig-rearing in recent years, we 
may shortly find ourselves trying to cut down imports of Danish bacon 
(in spite of its cheapness) and forcing the consumer to accept pork 
when he would prefer beef. 
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